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PREFACE 


Commercial goodwill is legal property, and consists 
wholly of rights which may or may not have present 
exchangeable value. In its true economic meaning 
the term "commercial goodwill" covers a vast field of 
rights growing out of all kinds of past effort in seek¬ 
ing profit, increase of value, or other advantage which 
may be capable of future profitable development. 
These rights are legally protected under various 
names, both by statute law and by common law, for 
the use and benefit of the owner. Commercial good¬ 
will may include any or all such property as business 
connection associated with names, persons and places 
of business, trade marks, patents and designs, copy¬ 
right, and the right to exercise monopolies. The ex¬ 
changeable value of goodwill is based on anticipation, 
and the character of the anticipation always is that 
the owner of any of these rights will earn future profit, 
increase of value, or other advantage in excess of the 
normal reward of any capital and human effort (which 
includes labour) needed to carry on the undertaking. 
Goodwill is generally assumed to possess present ex¬ 
changeable value, and it often possesses great present 
exchangeable value. 

The question whether or not these rights, growing 
out of past effort in profit-seeking, possess present 
exchangeable value does not concern the legislature. 
The law extends its protection impartially to all such 
rights as a matter of equity, and on grounds of public 
policy sometimes by statute as in (a) trade marks, 
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which are protected by the Trade Marks Act, 1905; 
(b) patents and designs, which are protected by the 
several Patents and Designs Acts, (c) copyright, which 
is protected by the Copyright Act, 1911, and (d) other 
rights, less easy to define—which are protected by com¬ 
mon law under the name of goodwill. Thus, although 
there is no Goodwill Act, a person who has acquired a 
business connection, either by his own industry and 
ability or by purchase from another man, and whether 
it be profitable or not, has a common law right. This 
right operates to prevent the connection being inter¬ 
fered with by the improper use of information or 
influence possessed by other persons formerly employed 
in the business. And a person who in his business uses 
any name or mark—other than a registered trade mark, 
which is specially protected by the Trade Marks Act, 
1905—has a common law right to prevent other persons 
from using the same so as to deceive the public into 
thinking that the business carried on by them, or the 
goods sold by them, are his. 

It is dear that the word "goodwill'’ covers a more 
restricted area in its ordinary legal meaning than in 
its commercial meaning, because some of the rights 
having this common characteristic of growing out of 
past effort in profit-seeking are protected in law by 
separate statutes under names other than goodwill. 
For this reason the area covered by goodwill in law 
appears not to extend to those rights which are pro¬ 
tected by separate statutes. Legal goodwill is con¬ 
fined to the connection of an established undertaking 
associated with names, persons and places of business, 
and also to unregistered marks. It is equally dear 
that the area covered by commercial goodwill is much 
wider, including, by custom, and in fact, all rights 
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growing out of past effort in profit-seeking. That this 
is so is obvious, and it often happens that a purchaser 
buys for a lump sum under the name of goodwill 
that which includes all these various rights commonly 
expected to be capable of earning in the future "extra- 
normal" or "super'’-profit. Thus, although some 
of these allied rights receive separate statutory pro¬ 
tection in law, their values cannot usually be ascer¬ 
tained and treated separately in commercial practice, 
and it is necessary always to bear this in mind when 
considering the nature and value of goodwill. 

Particular attention is invited to the new definition 
of commercial goodwill which will be found in Chapter 
I; and to the demonstration, contained in Chapter II, 
of the fact that the value of commercial goodwill is 
equal to the present value of future super-profit. 
Practical illustrations of the method of computing 
the value of commercial goodwill of private under¬ 
takings and of public companies will be found in 
Chapters III and IV. It is shown in Chapter V that 
the cost of purchased goodwill should be gradually 
written off on the lines of some definite and regular 
scheme, and that the common practice adopted by 
companies of issuing permanent share capital of fixed 
amount to represent purchased goodwill is wrong in 
principle. It is suggested that all such capital should 
be issued in a redeemable form In Chapter VII the 
interesting question is discussed—"To what extent is 
the value of goodwill included in plant valuations?" 
and Chapter VIII is devoted to a consideration of the 
question—"Whether, and if so to what extent, the 
value of commercial goodwill enters into and forms 
part of valuations of national capital, as computed 
from time to time by economists?" 
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It should be noted that the subject-matter and 
illustrations contained in Chapter V are not directly 
concerned with the methods of computing the value 
of commercial goodwill. They are concerned rather 
with the consideration and development of suitable 
schemes for the gradual writing off of the cost of 
goodwill, where this is already included in the value 
of assets as stated in the accounts of a profit-seeking 
undertaking. The amount of the goodwill and of any 
patents and trade-marks, if ascertainable, must, under 
the provisions of Sect. 124 of the Companies Act, 1929, 
be stated in company balance sheets, so far as they are 
not written off. 

The subject of compensation for goodwill under 
the Landlord and Tenant Act, 1927, is discussed in 
Chapter IX. 

Chapter X discusses at length a new thesis on indus¬ 
trial accounting. For reasons stated it is sought to 
show that industrial accounting is legitimately con¬ 
cerned only with the historical record of profit-seeking 
transactions in all sorts of useful services and tangible 
things. Intangibles, such as goodwill and the like, 
though they often represent great exchangeable value, 
are quite outside the proper sphere of industrial 
accounting, and their values should be banished from 
the industrial balance sheet and from the fixed share 
capital of a company. It is suggested that our company 
law should be amended accordingly. 

P. D. LEAKE. 


London. 
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COMMERCIAL GOODWILL 


CHAPTER I 

THE HISTORY AND NATURE OF GOODWILL 

Commercial goodwill is a form of legal property which 
has gradually grown up and developed with the 
development of trade and business. In its earliest 
and simplest form apart from monopolies which are 
referred to later, goodwill was the good reputation of 
the individual as an honest and efficient worker. The 
good reputation of the individual is obviously of great 
importance to him, and upon it depends the reputation 
of his particular trade or business by means of which 
he earns his living. With the development of trade 
and business commercial goodwill has emerged from 
its early obscurity, and has rapidly increased in impor¬ 
tance, until it now represents a division of legal pro¬ 
perty of vast extent, and of no little complication. 

The word "Goodwill'* has been in commercial use 
for centuries, as is shown by the following references 
to old writers— 

1571, Wills andTnv. N.C. (Surtees, 1835), 352: “I gyue to 
John Stephen . . . my whole interest and good will of my 
Quarrell" (i.e. quarry). 1766, Goldsmith, Vic. W.I.V.: ‘'Hav¬ 
ing given a hundred pounds for my predecessor's goodwill." 
1786, Lounger, No. 79: “On her marriage with the knight she 
had sold the good-will of her shop and warehouse." 1836, 
Marryat, Japhct, 7: “The shop, fixtures, stock-in-trade, and 
goodwill, were all the property of our ancient antagonist." 
1863, Fawcett, Political Economy , IV. ii (1876), 536: “A 
solicitor can either sell the goodwill of his business, or leave it 
to his children." 
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The earliest reported legal decision on goodwill 
seems to be Crutwell v. Lye (1810, 17 Ves., 33S), in the 
course of which Lord Eldon said—“The Goodwill 
which has been the subject of sale is nothing more 
than the probability that the old customers will resort 
to the old place.” The class of business under dis¬ 
cussion was that of a country wagoner. It was not 
the name or the personality of the driver, but the 
place whence he starts and the probability that those 
who take their goods there will find a carriage for them, 
which form the value of such a business. 

A usual form of definition of goodwill which, how¬ 
ever, is now quite inadequate, is thus— 

Goodwill. The privilege, granted by the seller of a business 
to the purchaser, of trading as his recognized successor; the 
possession of a ready-formed “connection*' of customers, 
considered as an element in the saleable value of a business, 
additional to the value of the plant, stock-in-trade, book 
debts, etc. 

This definition is altogether too narrow in restricting 
the application of the term ”goodwill” to an existing 
business, or to a ready-formed “connection” of 
customers. 

Commercial goodwill is the right which grows out 
of all kinds of past effort in seeking profit, increase of 
value, or other advantage. This right is legally 
protected under various names, both by statute law, 
and by common law, for the use and benefit of the 
owner. Thus trade marks are now protected by the 
Trade Marks Act, 1905, patents and designs by the 
several Patents and Designs Acts, copyrights by the 
Copyright Act, 1911, and any right outside such 
statutes is protected Jby common law under the name 
of goodwill, and is referred to in this work as “legal 
goodwill” or “goodwill in its restricted legal meaning.” 
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It will be convenient now to consider the meanings 
of the words "trade” and "business.” "Trade" 
means the exchanging of goods for goods, or goods 
for money, including all transactions whether manual 
or mercantile entered into in the course of seeking 
profits, as distinguished from the liberal arts or learned 
professions or from agriculture. The word is one of 
very general application, and was once used in a much 
wider sense; it must always be considered in relation 
to its context. The word "business” has now a 
wider meaning than the word "trade.” Lindley, L.J., 
said, in RoUs v. Miller (1884, 27 Ch.D. 71, C.A.), "Busi¬ 
ness means almost anything which is an occupation 
as distinguished from a pleasure—anything which is 
an occupation or duty which requires attention is a 
business.” 1860, Ld. Denman in All Year Round, 5th 
May, 83, “Every trade .... is a business, but every 
business is not a trade. To answer that description 
it must be conducted by buying and selling, which the 
business of keeping a lunatic asylum is not.” 

An individual is entitled under the common law 
to exercise any lawful trade as and where he wills. 
The law has always regarded jealously any interference 
with trade even at the risk of interfering with freedom 
of contract between one individual and another, 
because it is public policy to oppose all restraints upon 
liberty of individual action which may be injurious 
to the general freedom of trade, and so to the interests 
of the State. Thus, since the date of Magna Charta, 
it has always been against the policy of the law for 
any person or group of persons to be allowed to mon¬ 
opolize the carrying on of any known trade in the 
Kingdom, and the Crown cannot generally grant such 
a monopoly without statutory authority. 

H 



General 
freedom of 
trade 



4 


COMMERCIAL GOODWILL 


Restraint 
of trade 
bv custom 


Restraint 
of trade 
by statute 


Certain cities, towns, and boroughs, however, 
possessed, by custom, power vested in the corporation 
or in companies or guilds of traders, to restrict trade 
within certain areas or by certain persons, and by-laws 
regulating such customs were held to be valid. But 
in 1835 the Municipal Corporations Act abolished all 
such customs and by-laws, except in the City of 
London, and any person may now keep any shop and 
follow any trade or handicraft in any borough. The 
City of London was not a borough within the Act, 
but the old customs and by-laws, though not actually 
abolished within the City of London by the Municipal 
Corporations Act, have apparently become obsolete. 

Certain trades, such as the slave trade, have been 
prohibited by law. And Parliament has imposed re¬ 
strictions on the exercise of some trades and pro¬ 
fessions with the object of maintaining a proper 
standard of competence in, and suitable control over, 
those engaged in them, or with the object of protecting 
employees and the public, or for the better regulation 
of public order, public health, and public safety, or 
for revenue purposes. Trades and professions in re¬ 
gard to which restrictions exist include, for instance, 
the medical and legal professions, moneylenders and 
pawnbrokers, hawkers, pedlars, etc., and certain re¬ 
strictions are imposed on the manufacture and sale 
of intoxicating liquors, drugs, poisons, explosives, 
guns, coal, bread, and so on. The Old Metal Dealers 
Act, 1861, imposes restrictions with a view to dimin¬ 
ishing facilities for the disposal of stolen goods, and 
the Merchant Shipping Act of 1894, and the various 
Public Health Acts provide other examples of restraint 
of trade by statute. 

If a person voluntarily enters into an agreement not 
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to carry on his trade he may be restrained at law 
from breaking that agreement. The general principle ffiSgyffc y 
of law that a person is entitled to exercise any lawful 
trade as and where he wills must in such case be applied 
with due regard to the fact that it is public policy 
that a person of full age and understanding shall have 
the utmost freedom of contract, and that he shall be 
able to give effective possession of his business to a 
competent successor. Again, it is clearly sound pub¬ 
lic policy to afford to an employer an unrestricted 
choice of assistants, and the opportunity to instruct 
them in the secrets of his trade, without fear of their 
becoming his competitors. There is no restraint upon 
freedom of contract unless such restraint is shown to 
be necessary in order to maintain freedom of trade. 

Apart from agreement, express or implied, to the con¬ 
trary, either a retiring partner, or the vendor of a 
business, may start a competing business. 

Agreements in restraint of trade may be generally 
divided under the following heads: (1) between vendors JJ} 
and purchasers of businesses; (2) between employers 
and employed; (3) between partners and partners; (4) 
between traders and traders in regard to competition, 
output, treatment of employees, etc.; and (5) between 
employers and employers in regard to common action 
towards those whom they employ. In order to make 
valid an agreement in restraint of trade it must be 
reasonable; it must be founded on good consideration ; 
and it must not be too vague. 

Sir E. Coke defines monopoly as an institution or MeM> i n y ° ( 
allowance by the King by his grant, commission or 
otherwise, to any person or persons, bodies politic or 
corporate, of or for the sole buying, selling, making, 
working, or using anything. (3 Co. Inst. c. 85, 181.) 
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At common law, however, it was not every monopoly 
that was valid. Where a man had by his own charge 
and industry or by his own wit and invention, brought 
any new trade into the realm, or any engine, tending 
to the furtherance of a trade, that was not used before, 
and that for the good of the realm, the King might 
grant him a monopoly patent for some reasonable 
time until the subjects might have learned the same, 
in consideration of the good that he brought by his 
invention to the commonwealth, otherwise not. 
iriSSSt*"'' The granting of letters-patent is an ancient pre- 
SHSeCwn rogative of the Crown, and this prerogative remains 
unaffected by the several Patents and Designs Acts, as 
now enacted. In the reign of Queen Elizabeth the use 
of this prerogative of the Crown had been extended 
far beyond its proper limits, being used to confer 
exclusive rights of buying and selling ordinary com¬ 
modities, thus creating monopolies which her successor. 
King James, found himself obliged to remedy. Accor¬ 
dingly, by the first section of a statute passed in the 
twenty-first year of his reign (1623) and commonly 
called the Statute of Monopolies, it was declared and 
enacted that all such monopolies were unlawful and 
altogether contrary to the laws of this realm. 

This Statute, which declares monopolies to be un¬ 
lawful, makes certain exceptions, and particularly one 
on which the modern law with respect to patents may 
be said to be founded. This exception is contained 
in Section 6, which reads as follows— 

Provided also that any declaration before mentioned shall 
not extend to any letters-patent and grants of privilege for 
the term of fourteen years or under, hereafter to be made, of 
the sole working or making of any manner of new manufac¬ 
tures within this realm, to the true and first inventor or 
inventors of such manufactures, which others at the time of 
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making such letters-patent and grants shall not use, so as 
also they be not contrary to the law or mischievous to the 
State, by raising prices of commodities at home, or hurt of 
trade, or generally inconvenient; the said fourteen years to 
be accounted from the date of the first letters-patent or grant 
of such privilege hereafter to be made; but the same shall 
be of such force as they should be if this Act had never been 
made, and of none other. 

It will be observed that the granting of letters- 
patent is not expressly warranted by this Statute, 
which merely reserves to such letters-patent as fall 
within the terms of the exception such force as they 
would have had if the Statute of Monopolies had never 
been passed. The term limiting the duration of 
patents is increased from fourteen to sixteen years by 
the present Patents and Designs Act. 

The word “ patent" is used somewhat loosely. Meaning ot 
and is often employed instead of the word “invention," 
sometimes to denote the grant contained in a patent, 
and sometimes the privilege which is the subject- 
matter of such grant. The word “patent" is derived 
from Latin “patens," and signifies an open record 
made by the Crown in Chancery and under the Great 
Seal, and patents, or more properly letters-patent, are 
made for very many purposes besides granting sole 
rights to use inventions. In “patent law" “patent" 
means letters-patent for an invention. 

The text of the several Patents and Designs 
Acts should be consulted for details. The law relating 
to the grant of letters-patent for an invention is now 
regulated by these Acts. It is enacted, inter alia , 
that invention means any manner of new manufacture 
the subject of letters-patent and grant of privilege 
within Section 6 of the Statute of Monopolies, and 
includes an alleged invention. The term for which 
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a patent is granted is now limited to sixteen 
years from the date of the patent, but the High 
Court may, under certain circumstances, extend this 
term. 

The nature of a patent at common law is that of a 
bargain between the inventor and the Crown, the 
consideration being the good resulting to the common¬ 
wealth from the invention. In view of this, therefore, 
the first inventor is the individual who first discloses 
his invention to the public, and not he who discovers 
in secrecy, and keeps secret his invention. If several 
persons discover the same thing at the same time, the 
person who first communicates it to the public under 
the protection of letters-patent is the true and first 
inventor. There may be many investigators working 
on the same subject at the same time, but the person 
entitled to the benefit of the patent is he who first 
comes to the Crown and takes out a patent. The 
important question is: Did the public know of the 
invention at the time of the grant. If they did, then 
the patent is void, but if they did not, then assuming 
the patentee is the true inventor, he is also the true 
and first inventor. It will be seen from this, therefore, 
that a man may be the true and first inventor if he 
rediscovers a lost art. 

After much controversy as to whether an individual 
is entitled to have reserved for his use and benefit 
the future profits which may arise out of his mental 
effort in the same way that profits arising out of his 
corporeal labour and industry are reserved, it was 
finally decided that an author has a natural right 
of property in his work. An inventor, however, is 
not, it is said, in the same position as an author. It 
has been pointed out that while an author creates his 
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work, an inventor creates nothipg, but only discovers 
what was already there. If Milton had not written 
Paradise Lost no one else would have written it, but 
if Watt had not discovered how to utilize high pressure 
steam, someone else would certainly have discovered 
it. It is clear that, except by letters-patent, an in¬ 
ventor has no exclusive right of property in his 
invention. 

The Crown and its agents and servants have the 
right to use any invention patented in this country 
on such terms as may be agreed upon with the approval 
of the Treasury, or in default of agreement as may be 
settled by the court, referee or arbitrator after hearing 
all parties interested. 

The Patents and Designs Acts provide that 
application may be made to the Comptroller- 
General of Patents, Designs, and Trade Marks for 
the registration of any new or original design not 
previously published in the United Kingdom, and a 
certificate of registration is granted to a proprietor of 
a design when registered. When a design is registered, 
the registered proprietor of the design has, subject 
to the provisions of the Act, copyright in the design 
during five years from the date of registration. There 
is also a right of renewal for a second period of 
five years and the Comptroller may, subject to any 
rules under the Act, extend the period for a third 
term of five years. A Register of Designs is kept at 
the Patent Office. 

In describing trade names and trade marks the 
New English Dictionary states: Trade name, (a) a m * rk * 
descriptive or fancy name used to designate some 
proprietary article of trade; (6) the name by which an 
article or substance is known to the trade; (c) the name 
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or style under which a business is carried on. 1900, 
Hopkins, Law Unfair Trade, 29: " Proper names are 
not trade marks, and .... there should not be such 
a thing as a technical trade name.” 

Trade marks. In Edmunds’ Patent Law (1897), 
885, Letters Patent granted in 1571 to R. Mathews: 
"To make the said haftes called Turky haftes lor 
knyves, and for his marke to have upon the blade and 
hafte of the same knyfes .... a halfe Moone.” 

Particular marks or devices used by manufacturers 
to identify goods made by them are called trade marks, 
and a right may be acquired to the exclusive use of 
a trade mark. Since the year 1875 this right has been 
regulated; first by a statute known as the Trade Marks 
Registration Act, 1875, 38 & 39 Vic., c. 91, but the 
statute now in force is the Trade Marks Act. 1905. 5 
Edw. VII, c. 15, and the text of this should be con¬ 
sulted. Before the year 1875 if a trade mark came, by 
use, to be recognized in trade as the mark of the 
goods of a particular manufacturer he acquired the 
exclusive right to use the trade mark in connection 
with goods of the same kind for the purpose of indicat¬ 
ing their manufacture or place of manufacture. But 
since the 1875 Act took effect a registration of a trade 
mark has been essential to the acquisition and en¬ 
joyment of an exclusive right to use it, or the nature of 
the right remains as before. The right is founded on 
the rule that no man is entitled to represent his goods 
as being the goods of another man. 

The name of an individual or firm may be registered 
as a trade mark. But even if it has not been so 
registered the goods of a particular trader may come 
to be known in the market by his name, or by the name 
of his works, and when a name becomes well known 
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in this way the trader acquires a right which entitles 
him to prevent any other person from using the same 
name in connection with the same kind of goods in 
a way likely to induce people to believe that the goods 
offered for sale by the latter person are the goods 
manufactured by the trader. A name so used is called 
a trade name. The right thus given by law to the 
exclusive use of a trade name is founded, as in the 
case of a trade mark, upon the rule that no man may 
represent his goods as being the goods of another man. 

In Brock & Co. v. Pain, 28 R.P.C. 697, C.A. (1912), 
the plaintiffs, a firm of pyrotechnists, and their pre- m * rk 
decessors in business had for nearly fifty years—namely, 
since 1866 down to 1910—been making and selling 
fireworks under the description “Crystal Palace 
Fireworks,’’ they having throughout that period the 
exclusive right of giving firework displays at the 
Crystal Palace. In 1891 they had registered as an 
old trade mark in connection with fireworks the words 
"Crystal Palace.’’ They had also registered two 
other trade marks consisting of representations of 
the Crystal Palace. They used the term for all their 
goods of the firework class. It was not limited to the 
displays they gave at the Crystal Palace. Their goods 
were asked for as “Crystal Palace Fireworks,” and 
were supplied under that name. The plaintiffs having 
ceased to hold the contract, the defendants, another 
firm of pyrotechnists, obtained in the year 1910 the 
right to give firework displays at the Crystal Palace, 
and thereupon they sought to describe their fireworks 
as “Crystal Palace Fireworks,” with the addition of 
their own name. Held that the plaintiffs having for 
nearly fifty years applied the words "Crystal Palace” 
to their goods, it was irrelevant to consider whether 
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they had still got the right to give displays of fireworks 
at the Crystal Palace; that the use of those words 
did not imply that they had; and that,.therefore, they 
were entitled to a perpetual injunction to restrain the 
defendants. 

In re Cadbury (No. 2), 59 S.J. 161 (1914), it was held 
that although there is authority for saying that a 
surname is unsuitable for registration as a trade mark, 
and the Court has a discretion in such cases to refuse 
registration, yet the exercise of this discretion must 
not conflict with the meaning of the legislature. Where 
the name in everybody's mind refers to the goods of 
one firm, whether this has been brought about by the 
use of the name as a trade mark or the direct represen¬ 
tation that the goods were made by that firm, such 
name is "distinctive" within the meaning of that 
word as used in Section 9, Sub-section 5, of the Trade 
Marks Act, 1905. 

In Brinsmead v. Brinsmead, 29 T.L.R. 706, C.A. 
(1913), it was held that there being no evidence of 
dishonesty, the defendant Brinsmead could not be 
restrained at the instance of the plaintiffs from putting 
his own name on pianos made by him, although the 
fact of his doing so might bring him some advantage 
in connection with the sale of the pianos made by him 
in consequence of his surname being the same as that 
of the plaintiff firm. 

The text of the Copyright Act, 1911, should be con¬ 
sulted for details. In 1710 a Statute of Anne limited 
copyright in books to fourteen years from publication, 
with a reversionary second fourteen years' term to 
the author if still living. This Statute was repealed 
by the Copyright Act, 1842, which extended copyright 
in books to the life of the author and seven years from 
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his death; and there were other Statutes relating to 
copyright in dramatic, musical, and other works, but 
all these have been repealed by the Copyright Act, 

1911, which now regulates copyright in every original 
literary, dramatic, musical, and artistic work, whether 
published or unpublished. The conditions which con¬ 
fer copyright are: (1) The work must be original; 

(2) in the case of a published work it must be first 
published within the area of copyright, and in the case 
of an unpublished work the author must at the date 
of making the work be a British subject or resident 
within the area of copyright. The term of copyright 
is the life of the author and a period of fifty years 
after his death, subject to certain conditions and 
restrictions set out in the Copyright Act, 1911. 

The common law relating to goodwill in its restricted JSSlm 
legal meaning has been frequently explained by the 
judges. In Inland, Revenue Commissioners v. Muller 
6* Co.’s Margarine (1901), A.C., Lord Macnaughten 
said: “What is goodwill? It is a thing very easy to 
describe, very difficult to define. It is the benefit and 
advantage of the good name, reputation, and connec¬ 
tion of a business. It is the attractive force which 
brings in custom. It is the one thing which distin¬ 
guishes an old-established business from a new business 
at its first start.” This definition brings out clearly 
the strictly limited area covered by legal goodwill, 
which is shown, by inference, to exclude patent rights 
and copyrights, which rights need not, of course, 
appertain to an old-established business. A new 
business, formed to seek future profits out of the 
exploitation and development of either of these rights, 
may evidently possess an important asset in the 
form of commercial goodwill. But such goodwill is 
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specifically excluded from the above definition of legal 
goodwill. In the same case Lord Davy said: "The 
term 'goodwill' is nothing more than a summary of 
the rights accruing to the purchasers from their 
purchase of the business and property employed in it." 
And Lord Lindley said: "I understand the word to 
include whatever adds value to the business by reason 
of situation, name and reputation, connection, intro¬ 
duction to old customers, and agreed absence from 
competition, or any of these things.” 

In process of time, goodwill in its restricted legal 
meaning, viz. apart from patents and designs, trade 
marks and copyrights, came to be recognized as 
representing a species of property or rights of great 
importance, and a legal distinction was drawn between 
personal goodwill—which is the advantage of the 
good reputation and connection of the owner of a 
business—and local goodwill, which is attached to 
particular premises owing to the probability that old 
customers will continue to resort to those premises. 
Legal goodwill cannot be separated and dealt with 
apart from the business out of which it arises, but it 
may be dealt with as an entity separate from the 
particular premises in which the business is carried 
on. Where, however, goodwill is attached to premises 
in such a manner as to enhance their value, it is in 
law inseparable from them, and thus the price of such 
goodwill will belong to a mortgagee of the premises, 
and if the premises are freehold, the price does not 
form part of the legal personal estate of the owner. 

The vendor of the legal goodwill of a business may, 
in the absence of an express agreement to the contrary, 
set up a competing business, unless he is estopped by 
conduct amounting to fraud which has influenced 
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others to purchase the legal goodwill in the belief that 
the vendor will not continue the trade. A vendor may 
advertise the fact that he has been a partner in, or 
that he was founder of, or manager, or employed in, 
the old business, but he must not represent himself 
to be a successor to or to be carrying on a continuation 
of that old business, or use its trade marks. A vendor 
may not privately solicit any person who was a cus¬ 
tomer of the business prior to the sale, but he may 
advertise publicly his new business, and may deal 
with any persons who come to him unsolicited, and 
apparently even with any persons who, having been 
solicited, at first resisted such solicitation, but after¬ 
wards come to him without further solicitation and 
owing to their being dissatisfied with the old firm. 

It seems there is not any direct process of execution 
available against patents, trade marks, trade names, 
copyrights, or legal goodwill, but in case of bankruptcy 
the benefit of letters-patent for an invention or of 
copyright passes to the trustee. Rights of this char¬ 
acter appear to be things in action, so as to be excluded 
from the operation of the reputed ownership clauses 
of the bankruptcy law. A trustee in bankruptcy is 
expressly authorized to sell the goodwill of the bank¬ 
rupt’s business as part of his property; and in con¬ 
nection with such goodwill the trustee may dispose of 
all the advantages accruing from the bankrupt's exclu¬ 
sive right to use any trade mark or trade name. 

The sale of a business implies the sale of its legal JnUftT 
goodwill, even though this is not expressly mentioned. * oodwiU 
An agreement by a partner to retire from a partnership 
is not, however, necessarily equivalent to an agree¬ 
ment to sell his share of the goodwill. A transfer of 
goodwill may be made without writing provided that 
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the requirements of the Statute of Frauds as to con¬ 
tracts in writing are not transgressed. A transferee 
of legal goodwill has the exclusive right to carry on 
and to represent himself as carrying on the business 
transferred ( Walker v. Mottram (1881), 19 Sch. D. 
355, 363, C.A.); as against the transferor the transferee 
possesses the exclusive right to use the name under 
which the business has been carried on. (Pomeroy 
(Mrs.) Ltd. v. Scale (1906), 22 T.L.R. 795 ; 23 T.L.R. 
170.) But the transferee must not use the old name 
so as to expose the transferor to a risk of personal 
liability by holding the transferor out as the owner 
of, or a partner in, the business. 

In a dissolution of partnership in which the assets 
are divided between the partners, each partner is 
entitled in the absence of agreement to the contrary 
to use the name of the old firm provided that in so 
doing he does not expose the other partner to risk 
either of litigation or responsibility. Unless, therefore, 
the use of the name of the old firm exposes the other 
partners to risk of liability—and this depends on the 
circumstances of the case—no injunction at law will 
be granted to restrain the use of the name of the old 
firm. (Banks v. Gibson (1865), 34 Beav. 566. Burchell v. 
Wilde (1900), 1 Ch. 551,564, C.A.) The Court has refused 
to restrain a surviving partner who was executor and 
trustee of a deceased partner from carrying on a similar 
business, but a surviving partner may not carry on a rival 
business in such a way as to lead to the belief that it is the 
partnership business, and thus appropriate the goodwill. 
(Davies v. Hodgson (1857), 25 Beav. 177, 182, 183.) 

When on a dissolution of partnership the goodwill 
becomes the property of one of the partners, another 
partner may, for his own purpose, state that he was 
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formerly a partner in the old firm, but he may not use 
the name of the firm in such a way as to suggest that 
he is carrying on the old business. (Hookham v. Pottage 
(1872), 8 Ch. App. 91.) A continuing partner who has 
purchased the assets but not specifically the goodwill 
may apparently be restrained from using the name of 
his former partner in the style of the firm. (Scott v. 
Rowland (1872), 20 W.R. 508.) 

Where two partners have agreed that, on a dissolu¬ 
tion, the goodwill shall belong solely to one of them, 
the other partner may not do anything calculated to 
depreciate the value of the goodwill. He may, how¬ 
ever, in the absence of contrary agreement, do business 
with the customers of the old firm, but he must not 
canvass them nor solicit them either to deal with him 
or not to deal with the purchasing partner. (Trego v. 
Hunt (1896), A.C. 7.) The restriction from canvassing, 
however, does not apply to a partner expelled under 
a power in the Articles (but he must not represent that 
the business he carries on is the business of the old 
firm), nor does it apply to a purchaser from the trustee 
in bankruptcy of a deceased partner. (Dawson v. 
Beeson (1882), 22 Ch.D. 504,507, C.A.) When a partner, 
having sold his share of the business to his partners 
and undertaken not to compete with them, acts con¬ 
trary to this undertaking, he will be restrained by 
injunction. (Ttirner v. Evans (1852), 2 De G.M. & G. 
740, C.A.) But it has been held that the Court may 
refuse to restrain a vendor from breach of an agree¬ 
ment not to carry on, or to be interested in, any similar 
business in a case in which the vendor subsequently 
aided his wife to commence, or in commencing, a 
similar business with her separate capital. (Smith v. 
Hancock (1894), 2 Ch. 377, C.A.) 
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Having now briefly considered the history and nature 
of goodwill we propose to examine the basis of its 
value. As already stated, commercial goodwill is the 
right which grows out of all kinds of past effort in 
seeking profit, increase of value, or other advantage. 
It is important to bear in mind that this right exists 
altogether apart from the question of whether or not 
it has exchangeable value. The exchangeable value 
of the right depends upon the probability of earning 
future super-profit—the term "super-profit” meaning 
the amount by which revenue, increase of value, or 
other advantage received exceeds any and all economic 
expenditure incidental to its production. 

In valuing goodwill it is necessary to endeavour to 
see into the future, and it is never possible to do this 
with very great success. In the case of established 
undertakings it is customary, owing to this difficulty, 
to value the goodwill as-being equal to some number 
of years’ purchase of past annual so-called profits, 
often, however, wrongly omitting from consideration 
in computing them such important factors of expense 
as expired capital outlay on wasting assets, personal 
remuneration for management, and a normal rate of 
interest on capital invested. In the case of new under¬ 
takings formed to purchase and work rights of various 
descriptions, including patent rights, the wildest 
estimates of the value of these rights—that is, the good¬ 
will—are often made, based on some rough and ready 
calculation prepared by the vendor, and put forward 
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in a prospectus, which perhaps contains the names of 
well-known men who have, without sufficient thought, 
been induced to become directors. 

Owing to the difficulty of looking forward in valuing 
goodwill it has become customary to look backward, to the ,ulure 
and too readily to accept past events as an unerring 
guide to the future. But this cannot safely be done, 
and in seeking after better methods it is necessary to 
endeavour to isolate and separately examine, in the 
dim and uncertain light of future probability, each of 
the varying factors bearing upon the value of goodwill. 

Instead of looking too closely at past profits as a 
measure of the present value of goodwill, it will be 
well to consider the present value of an annuity in 
relation to the expected future annual profits. Whether 
the annuity is to be treated as constant in amount or 
as diminishing by equal sums over the term of years 
selected as suitable in each case must depend upon 
the particular circumstances. 

The exchangeable value of goodwill depends always v«im“§£n£ 
on estimates of future probabilities. It does not jp.p* 
depend upon the past, except to the extent that past 
events may be taken as a guide in estimating future 
probabilities. Thus, subject to certain exceptions 
mentioned below, goodwill may have no exchangeable 
value unless either (a) the future revenue expected to 
arise out of the undertaking consists wholly of super¬ 
profit (as would be the case if no economic expenditure 
is needed), or (b) the future revenue expected to arise is 
greater than all economic expenditure incidental to 
its production. The term "economic expenditure” 
includes any and all current expenses, expired capital 
outlay on wasting assets (depreciation) other than 
goodwill, personal remuneration sufficient to secure 
c 
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continued successful management (which may possibly 
need ability of a high order), and a rate of interest on 
capital invested which will attract and retain any 
necessary capital having regard to the degree of risk 
incidental to the character of the undertaking. 

The exceptions referred to are of some importance. 
It frequently happens that a trade or a combination 
of traders may desire to buy up the business of a 
competitor in order to reduce competition which would 
otherwise have to be faced. For this reason it may be 
considered worth while to pay a large sum of money 
for the business of a competitor, even though that 
business may not be earning super-profit and may 
be regarded as unlikely to earn super-profit in future 
years. This is perhaps the most important exception 
to the general rule stated above which governs the 
value of goodwill. There are, however, certain other 
exceptions. 

In the case of a professional practice, or of a trading 
undertaking, needing special knowledge, skill, and 
ability to carry it on successfully, it is often worth 
the while of the qualified practitioner or trader to 
pay a sum of money for an established connection, 
although nothing which can be regarded as super¬ 
profit is expected to arise out of the purchased connec¬ 
tion itself. The object of the qualified practitioner 
or trader is that he may at once become possessed of 
an established connection without which he would 
be unable to use his capabilities to the best advantage. 
The alternatives open to him may be either to attempt 
to build up a connection, ab initio , or to accept service 
as a paid assistant to another. In either case his 
earnings would be considerably less than he would 
expect if able at once to bring his special knowledge 
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to bear upon an established connection. Thus the 
value of the goodwill of an undertaking required for 
use in combination with the personal knowledge, 
skill, and ability of the purchaser may be due to, and 
will vary with, the degree of opportunity for profit¬ 
able use which the prospective purchaser thinks he 
possesses. 

The right, represented by commercial goodwill, 
though it may have no exchangeable value, may yet “"?&“ king 
be highly prized by the individual owner. Owners own« l “ l 
of patent rights, copyrights, trade marks, trade names 
and trade connections of all kinds may often be ready 
to fight strenuously to protect their rights even though 
such rights may be quite unsaleable. It may, of 
course, be assumed that when a person seeks legal 
protection in defending rights connected with any 
kind of profit-seeking enterprise he thinks he will 
thereby gain some personal profit or advantage which 
he could not otherwise gain. This may not be a profit 
in money; it may consist partly, or even wholly, of 
the personal satisfaction the owner will feel at defeating 
a competitor who, he may think, has acted unfairly. 

The owner may set a high value upon this. 

Having mentioned these special considerations as 
affecting the exchangeable value of the goodwill of Vll “ 
certain classes of undertakings, which, however, are 
of comparatively minor importance, it is necessary to 
consider the theory of future “super-profit" as the 
basis for measuring the present value of goodwill. 

It has been pointed out that, apart from the exceptions 
referred to, the value of goodwill arises solely out of 
the inevitable and universal demand for super-profit, 
the meaning of which has been defined, and, therefore, 
without the reasonable probability of the earning 
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of future super-profit, no present value in the form 
of goodwill can exist. An amount paid for the purchase 
of goodwill really represents a premium paid to secure 
an extra-profitable opening for the employment of 
capital. The transaction may be compared with the 
premium paid for the purchase of a lease of premises 
the annual value of which is greater than the annual 
rent which is payable under that lease. 
jSSSuned It should be particularly noted that although the 
recorded in value of goodwill forms part of the present value of 
every profit-seeking undertaking expected to yield 
future super-profit, yet such value only takes recorded 
and visible form and becomes a practical financial 
question if and when the goodwill of the undertaking 
has been purchased, that is to say, transferred from 
one person to another for valuable consideration. 
It is probable, therefore, that the bulk of the value 
actually existing in the form of goodwill is not recorded 
in any financial books or accounts, and thus as to the 
greater part of the subject no question of the treatment 
of goodwill in accounts ever arises. The reason is, 
of course, that in the majority of profit-seeking under¬ 
takings, whether private or public, the goodwill has 
been created and developed by ability and effort 
exercised whilst in the hands of the present owners. 
It is important to bear this in mind, because it ma¬ 
terially assists in arriving at a true understanding of 
the nature of this form of value which extends far 
beyond the limits of that comparatively small part 
which is recorded in financial books and accounts. 
uwajnaSuut It has been said that the term "super-profit" 
anmiafmterest means the amount by which future profits are expected 
or »*** to excee( j a norma i rate of interest on capital invested. 

For the sake of illustration it may be assumed that 
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the annual wage or hire—viz. interest—of money for 
secure and easily convertible investment is 5 per cent, 
and when subjected to the risks incidental to industrial 
enterprise, 10 per cent. These rates may be too high 
or too low, but that is immaterial for the purpose of 
illustration if it be granted that money demands at 
least some minimum annual interest or wage, increasing 
with the degree of risk incidental to its employment. 
Gilt-edged securities have sometimes yielded 5 per cent 
per annum, and it is convenient to assume that rate as 
the minimum annual wage of money. 

There seems to be no doubt about the truth of the 
proposition, that before it is possible to justify value f* t y u ™ ent for 
being put upon the goodwill of any undertaking it superprofit 
must be shown that the expected future annual profits 
exceed the normal annual wage or hire of the capital 
invested having regard to the nature of the risk. 

This normal annual wage can obviously be obtained by 
capital in normal times without the payment of a 
premium because there must be opportunities free of 
charge for the employment of capital at normal rates 
of interest. The payment of a sum for goodwill can 
thus only be justified if the opportunity offered for 
the employment of capital is extra-normal. 

The factors upon which estimates of the present 
value of goodwill may be based are more clearly defined to 

in the case of some kinds of undertakings than of 
others. Generally speaking, the longer the period of goodwfu 
years over which the future super-profit is expected 
to arise the greater the chances of error in estimating 
the present value of the goodwill. The reason is, of 
course, that the longer the period of realization the 
greater the likelihood that unforeseen conditions will 
arise in the meantime. It is comparatively easy to 
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estimate the value of book debts, or of stock-in-trade, 
because such assets are likely to be turned into money 
within a short period of time. It is more difficult 
to estimate the value of material wasting assets such 
as buildings, plant and machinery, the useful life of 
which is uncertain, and which, owing to the progress of 
invention, may become obsolete before becoming worn 
out. The basis of exchangeable value of these last-men¬ 
tioned assets is described in well-known cases which 
have been before the Courts as the "then value," and 
is equal to the unexpired capital outlay (unexpired 
cost) adjusted in respect of subsequent fluctuations 
in the cost of material and labour, as explained in 
Chapter VII. The class of assets most difficult of any 
to value is that represented by the various forms of 
goodwill owing to the peculiar uncertainty attaching 
to the factors which have to be taken into consideration. 

In fixing the value or price to be paid for goodwill 
the vendor cannot reasonably expect to secure for 
himself more than the fair present value of the future 
annual super-profit. He must offer something attrac¬ 
tive enough to induce an alert purchaser to buy so 
speculative a property. The vendor's position is 
infinitely superior to that of the purchaser, because 
he generally receives the consideration in cash or its 
equivalent, and thus absolutely secures his share, 
whereas the purchaser is in the position of having 
already paid away a share of each future year’s esti¬ 
mated super-profit. For this reason the purchaser 
must make some annual provision out of super-profit 
earned to refund this share before he can safely enjoy 
the remainder. The question of the annual provision 
which should be made against the diminishing value of 
purchased goodwill is discussed in Chapter V. 



THE VALUE OF GOODWILL 


25 


With regard to the degree of permanence in value of 
goodwill it is clear that, owing to the operation of 
economic laws, super-profit can never exist perman¬ 
ently, though it may sometimes continue to arise out 
of an undertaking for a great number of years. One 
principal reason for the temporary character of super¬ 
profit is the existence of competition. Commercial 
competition is universal and is constantly at work 
striving to secure a share in super-profit of all kinds 
wherever it arises, and whenever an undertaking is 
earning super-profit it will always tend to attract 
imitators. This operates to reduce, and will ulti¬ 
mately level, the earnings to a rate of profit not ex¬ 
ceeding the normal rate of interest on the capital 
invested having regard to the nature of the risk. 
Another reason why super-profit is always of a tem¬ 
porary character is that the demand for any commodity 
or service may at any time slacken or cease, owing 
to all kinds of changing conditions, including new 
inventions. On commonly accepted economic grounds, 
therefore, super-profit must never be treated as being 
in the nature of a perpetuity; it is essentially in the 
nature of an annuity extending over an unknown 
but limited period of years, and therefore the value 
of goodwill is not permanent. 

It is necessary now to consider the difference between 
the value—viz. the present value—of the right to 
receive an annuity over a number of years and the 
sum of the future yearly amounts of that annuity. 
This difference in value arises from the fact that £100 
due a year hence is worth less than £100 due now, 
because money can always earn an appropriate annual 
interest or wage, and, therefore, £100 due now will 
have increased a year hence by the amount of interest 
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earned. The rate of this interest or wage depends 
upon the degree of risk incidental to the nature of 
the particular employment for which the money is 
required. If the rate is 10 per cent per annum £100 
due now will have increased to £110 a year hence. 
By the same process of reasoning £90*91 due now will 
have increased to £100 a year hence, and therefore the 
value of the right to receive £100 a year hence is £90*91; 
two years hence £82*65; and three years hence £75*13. 
mnuHyof* Thus allowing interest at 10 per cent per annum 
fh^yean the value of an annuity of £100 for three years is 
£248*69. This value is built up by adding together 
a number of units, each of which represents the 
value of one future year’s annuity, as under. 


INSTALMENTS OF ANNUITY 



1st 

Year 

2nd 

Year 

3rd 

Year 

Interest 

Amount 


i 

£ 

£ 

£ 

£ 

Present value of 






each £100 annual 






instalment . 

90*91 

82-65 

75-13 

— 

248*69 

One year's interest 






at 10% for 1st 






year .... 

9-09 | 

8-26 

7-52 

24*87 



£100 

90-91 

82*65 



One year’s interest 




i 


at 10% for 2nd 






year .... 

— 

9*09 

8*26 

17-35 




/100 

90-91 



One year’s interest 






at 10% for 3rd 






year .... 

— 

~. 

909 

9*09 







51-31 
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£100 








£300 
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The value £248*69 plus the amount of the interest 
from the present date, with yearly rests, to the date 
when each instalment of £100 becomes due, amounting 
to £51*31, equals £300, being the sum of the three 
annual instalments. The value of each succeeding 
unit in this sum is less than the one before, because 
the time to elapse before that unit will be received 
is one year longer in each case. This longer time 
obviously entitles the purchaser to retain a larger 
sum for compound interest accruing in the meantime 
on the purchase price. 

If the rate of interest is 20 per cent per annum, 
the value of an annuity of £100 for three years is 
£210*66 as under. 


INSTALMENTS OF ANNUITY 



1st 

Year 

2nd 

Year 

3rd 

Year 

Interest 

Amount 


£ 

£ 

£ 

£ 

£ 

Present value of 
each £100 annual 
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83*34 

69*45 

57*87 


210*66 

One year's interest 
at 20% for 1st 
year ., 

16*66 

13*89 

11-58 

4213 


One year's interest 
at 20% for 2nd 
year .... 

£100 

1 

83*34 

16*66 

69*45 

13*89 

30*55 
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Again, allowing interest at 20 per cent per annum, 
the value of an annuity for three years, commencing 
with £100 due at the end of the first year, and dimin¬ 
ishing by equal annual sums, viz. to £66*67 due at 
the end of the second year, and to £33*33 due at the 
end of the third year, is £148*93 as under. 

INSTALMENTS OF ANNUITY DIMINISHING BY 
EQUAL ANNUAL SUMS 

Year Ye« Y^r Intwe8t Amount 


Present value of 
each annual in¬ 
stalment, com¬ 
mencing with 
£100 and dimin¬ 
ishing by equal 
annual sums 
One year’s interest 
at 20% for 1st 
year .... 


One year’s interest 
at 20% for 2nd 
year .... 


One year's interest 
at 20% for 3rd 
year .... 


As a further illustration of the effect of annual 
interest on the value of the right to receive amounts 
payable at a future time, it may be noted that, allowing 
interest at 5 per cent, 10 per cent, and 20 per cent 
per annum respectively, the value of the right to 
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an annuity of £100 extending over a period of one 
hundred years is, with interest at 5 per cent per 
anttum, £1,985; with interest at 10 per cent per an¬ 
num, £1,000; and with interest at 20 per cent per 
annum, £500. It will be observed from the following 
table that the bulk of the value in each case is repre¬ 
sented by amounts which are receivable in the earlier 
decades of the period of one hundred years. 


Table showing value (with proportion of value receivable in each 
decade) of annuity of £100 for 100 years—allowing interest at 5, 10, 
and 20 per cent on value unexpired. 


1st 10 years of the period 

5% 

772 17 

10% 

614-46 

20% 

419-27 

2nd 10 

474 05 

236-90 

67-73 

3rd 10 

1246 22 
29102 

851-36 

91-33 

487-00 

11-05 

4th 10 

1537-24 

178-66 

942-69 

35-21 

498-05 

185 

5th 10 

1715-90 
. 109-68 

977-90 

13-58 

499-90 

•21 

eth 10 

1825-58 

67-34 

991-48 

5-24 

— 

7th 10 

1892-92 

41-34 

996-72 

2-02 

— 

8th 10 

1934-26 

25-38 

998-74 

•78 

— 

9th 10 

1959-64 

15-58 

999-52 

•30 

— 

10th 10 

1975-22 

9-57 

999-82 

•12 

— 

100 years. 

1984-79 

999-94 

500 11 


The above table brings out the fact that the instal¬ 
ments of an annuity receivable in the later decades of a 
period of 100 years have no practical present value if 
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interest be allowed at any rate higher than about 5 
per cent. 

With the assistance of the ordinary mathematical 
interest tables it is possible to realize more dearly 
the effect of the interest factor, the importance of 
which is sometimes apt to be overlooked in considering 
the value of goodwill. Owing to the annual value of 
money, which at ordinary trade risk may be 10 per 
cent per annum, that particular future instalment 
of an annuity of £100 which is not due until the lapse 
of ten years is worth now £39 only; that instalment 
not due until the lapse of twenty years £15 only; 
that instalment not due until the lapse of thirty years 
£8, and so on. Looking further down the table, it will 
be seen that the present value of that particular future 
instalment of an annuity of £100 which is not due 
until the lapse of any period exceeding forty-eight 
years is worth less than £1. Therefore, if the price 
paid for goodwill does not exceed its value, it is clear 
that substantially the whole of the benefit which has 
any considerable value is actually enjoyed by the 
purchaser within a period which cannot extend much 
beyond twenty years from the date of purchase, 
because that which is purchased is the right to receive 
an annuity over a number of years, and the annual 
payments of an annuity have comparatively little 
value unless they are receivable within a period of 
twenty or thirty years. Even if an annuity continues 
during one hundred years it will be seen from the tables 
that 85 per cent of the present value is attributable 
to the annual payments to be received during the first 
twenty years of the period. 

In computing the value of goodwill it is important 
to bear in mind that profit-seeking undertakings 
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naturally fall into several classes, differing one from 
another in the sense that the future super-profit is 
expected to arise out of conditions clearly distinguish¬ 
able and inherently different in character. In the 
case of each of these different classes of profit-seeking 
undertakings the method of computing the value of 
goodwill may vary. The several classes include the 
following— 

(1) Where the future super-profit is expected to 
arise out of an established connection which is 
clearly dependent more or less upon the personal 
character, qualifications, and skill of the creators. 
In this case, inasmuch as the influence of the creators 
will be withdrawn—or if retained for a longer or 
shorter period will presumably be remunerated at its 
full annual value—the connection, and therefore the 
super-profit, arising out of the creators' work already 
done, is likely to diminish rapidly year by year. 

(2) Where the future super-profit is expected to 
arise out of an established connection which has 
set up a continuing public demand. Such demand 
may result from reputation and from acquired 
popular tastes, habits, and customs. It is seen in 
the demand which exists for various kinds of manu¬ 
factured goods, many of which are known by a 
trade name, or trade mark, and in the customary 
business connection attached to such undertakings 
as banking, insurance, retail stores, and so on. In 
the case of many of these profit-seeking undertakings 
it seems difficult to place a limit in years to the period 
over which the super-profit may continue to arise, 
assuming always that the undertakings are managed 
with ordinary business skill. 

(3) Where the future super-profit is expected to 
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arise out of a new undertaking or out of an un¬ 
explored source of possible profit, such as for instance 
the manufacture of a patented invention, and the 
creation by advertising or other means of a public 
demand for the same. 

jjroiu In the case of an established connection needing 
the continued attention of those possessing special 
personal qualifications as distinguished from ordinary 
business aptitude, for instance the practice of a doctor 
or of a solicitor, the future annual super-profit, so 
far as it can be said to arise out of the already exercised 
personal qualifications and skill of the creator, must 
obviously tend to diminish rapidly in amount year by 
year. It is true that the amount of super-profit may 
still continue to arise undiminished in the future, but 
this will obviously depend upon the exercise of equally 
efficient personal effort by someone else in the future, 
an<4 on his ability to attach to himself and to maintain 
the connection. The valuation of goodwill in such a 
case should, therefore, generally be based upon the 
present value of the estimated super-profit treated 
as an amount diminishing by equal sums over the 
number of years determined upon as being the appro¬ 
priate period to be taken in the particular case. In 
undertakings of this kind the capital employed is, 
as a rule, small, and the risk is generally less than the 
risk attached to capital embarked in trade. The 
rate of interest may, therefore, be 5 per cent per 
annum, or more or less. With interest at 5 per cent 
per annum it will be found, on reference to the given 
tables, that the present value of each £100 of annual 
super-profit treated as diminishing by equal sums 
over a period of five years is £268, or treated as dimin¬ 
ishing over a period of ten years the value is £456. 
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The most valuable kind of goodwill attaches to an 
undertaking earning super-profit arising out of an 
established connection, which needs for its successful 
maintenance little more than ordinary business aptitude 
sufficient to ensure good management. In the case 
of many old-established undertakings for the manu¬ 
facture and sale of goods which have become favourably 
known throughout the world by a trade name or trade 
mark, it is, as has been said, difficult to place a limit 
to the period of years over which the super-profit 
may arise to the undertaking. The continuation and 
maintenance of the volume of super-profit will no 
doubt depend on the constant exercise of enterprise 
and good management, and upon its not being unex¬ 
pectedly threatened by a change of public taste or 
custom. If, however, no unfavourable conditions 
should arise it may be said, in the case of some world- 
renowned profit-seeking undertakings, that the volume 
of profit seems likely to arise almost in perpetuity. 
It is important, therefore, always to bear in mind the 
fact that the value of goodwill based on super-profit, 
even if treated as a perpetual annuity, cannot exceed 
ten years’ purchase of the annual super-profit if interest 
at the rate of 10 per cent per annum be allowed on 
the purchase money, because on these terms the value 
of an annuity of £ 100 is practically ten times the annual 
super-profit. Interest at the rate of 10 per cent per 
annum is not, generally speaking, an excessive rate of 
interest to be expected by those who embark their 
capital in the purchase of commercial goodwill. 

The purchase of the right to future annual super¬ 
profit expected to arise out of a new undertaking, or out 
of an unexplored source, is a highly speculative venture. 
In cases of this kind, the amount of super-profit 
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may be particularly likely to vary considerably as 
between one year and another. At the initiation 
of a new enterprise of this description it may be ex¬ 
pected that during the first year or two annual super¬ 
profit may be either non-existent or small in amount. 
But as the enterprise develops the annual profits may 
increase rapidly. In valuing the goodwill of this class 
of undertaking the computation should be based on 
the present value of the expected future annual 
super-profit (average or otherwise) treated as an 
annuity over the period of years selected, and dis¬ 
counted at a rate of interest sufficiently high, in view 
of the degree of risk, to induce the alert purchaser 
to adventure his capital. In view of the very specu¬ 
lative nature of ventures of this kind the appropriate 
rate of interest may be 20 per cent per annum, or more 
or less. On reference to the tables at the end of this 
volume it will be seen that the present value of an 
annuity of £100 over a period of five years, taking in¬ 
terest at 20 per cent per annum, is £299—or three years' 
purchase; over a period of ten years, £419—or 44 
years’ purchase; and over a "period of twenty years 
£487—or 4, ! V years’ purchase. 

In calling attention to these three different classes 
of profit-seeking undertakings it is fully realized that 
in many cases it will be difficult to determine to which 
of these classes a particular undertaking most nearly 
belongs. It is, however, no doubt important to bear 
in mind the general distinctions which serve to mark 
these classes, as these differences will be found helpful 
in selecting the most equitable basis to be employed 
in computing the value of goodwill. 

In estimating the value of goodwill, an important 
w^r-proAt factor always to be taken into consideration is the 
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probable average rate of income tax during the period 
of years over which the estimated annual super-profit 
is calculated to arise. As an illustration of the impor¬ 
tance of this factor, assume a case in which the super¬ 
profit, without deducting income tax, is estimated 
at £10,000 per annum to arise over a period of ten 
years. Allowing interest at 10 per cent per annum 
the value of the goodwill is £61,446. But if income 
tax is deducted at an average rate of 5s. in the £, and 
the super-profit thus reduced to £7,500 per annum, 
the value of the goodwill is £46,085. The examples 
contained in the later chapters of this work illustrating 
the various methods of computing the value of good¬ 
will, will omit the factor of income tax, but attention 
is called to its importance. The fact that the purchaser 
of goodwill takes upon himself the burden of future 
income tax on the whole of the future profits—a share 
of which he is paying to the vendor in advance—should 
always be fully allowed for in computing the value of 
the goodwill. 


D 



CHAPTER III 

PRIVATE UNDERTAKINGS AND GOODWILL 

The term " private undertakings ” includes all profit- 
seeking undertakings, which are in the main owned 
by the working proprietors or partners, whether car¬ 
ried on as private partnerships or registered under 
the Limited Liability Acts. Profit-seeking under¬ 
takings falling under the term ‘‘public companies/' 
dealt with in the next chapter, are regulated by charter 
or statute. Public companies are generally registered 
under the Limited Liability Acts, and the proprietors 
are, for the most part, not concerned as actual workers 
in the business. Private undertakings include both pro¬ 
fessions and all kinds of industrial and commercial 
business. They are often dependent upon the par* 
ticular personal qualifications and skill of the owner, 
but on the other hand the connection may be, to a 
large extent, independent of the personality of the 
individual owner. In the latter case, the goodwill is 
obviously likely to be of more value than in the former 
case. 

The extent to which the future maintenance of the 
super-profit of private undertakings may be dependent 
upon the work of particular individuals varies greatly. 
Professions such as those of barristers, solicitors, 
accountants, surgeons, doctors of medicine, architects, 
surveyors, dentists, and the like, all need the con¬ 
tinuance of the exercise of personal skill in conjunction 
with special knowledge, although in many professions 
much of the detail work is properly deputed to clerks 
and other assistants and efficiently carried out by them. 
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It is probable that there cannot be much value attach¬ 
ing to the personal practice of a barrister after his 
death or retirement, or to the personal practice of 
a specialist in surgery, and it would seem in such cases 
that the more eminent the practitioner the less is the 
practice likely to have a surviving value. But many 
professional practices need little more than the exercise 
of common ability by anyone possessing the special 
knowledge, and where the practice is large the con¬ 
nection is often more or less impersonal, so that a 
practice may have a very substantial value based on 
expected future annual super-profit. 

In other classes of private undertakings the personal 
knowledge, judgment, and experience of the ‘owner 
may be important. Trades and businesses such as 
those of manufacturers, contractors, merchants, stock¬ 
brokers, produce-brokers, ship-brokers, agents, pub¬ 
lishers, and retailers, are often dependent in varying 
degrees—especially if they are small undertakings— 
upon the continued attention and influence of a par¬ 
ticular person, who is sought after by customers and 
others, either because of his ability or because of his 
personal attraction and influence. In valuing the 
goodwill of comparatively small businesses, which 
are particularly apt to be personal, special care should 
be taken not to underrate the value of the personal 
services of a vendor. It should be remembered that a 
sale of goodwill owing to the death of the owner of 
the business is rather in the nature of a forced sale 
than otherwise, and the value may be less than when 
a willing seller meets a willing buyer. 

It is proposed now to consider the methods of 
calculating the value of the goodwill of private under¬ 
takings. In that class of undertaking in which the 
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permanence of the super-profit depends to a greater 
or less extent upon the personality of the working 
proprietors who are selling the goodwill, it is necessary 
to consider with care the nature of what they have 
to sell. They are selling an annuity equal to the 
estimated future super-profit. But as the permanence 
of this/ super-profit depends upon the continued 
application of personal skill—something more than 
ordinary aptitude for business—and the personal skill 
of the vendors will be withdrawn, the super-profit 
arising out of the vendors' work should be treated as 
likely to diminish year by year over the particular 
number of years which may be selected as a suitable 
period, having regard to the nature of the connection. 
It is obvious that the super-profit must, under the 
most favourable circumstances, rapidly diminish, 
unless maintained by the capable work of others, who 
in due course will expect and will be entitled them¬ 
selves to enjoy the super-profit which may be attribut¬ 
able, in turn, to their recently done work. 

Suppose the average profits of a professional practice 
amount to £6,000 per annum after providing interest 
on capital at 5 per cent, but before charging any sum 
for partners' services. In the case of a professional 
practice, the amount of capital employed being usually 
small and the risk less than the risk to capital engaged 
in trade, interest at the rate of 5 per cent per annum 
on capital may be sufficient to answer normal require¬ 
ments. Suppose there are in this case two equal 
partners, and that one is to retire, selling his share of 
the goodwill to the remaining partner. First, it is 
necessary to deduct from the annual profits of £ 6,000 
a sum, to be agreed, for the personal remuneration 
of the partners, say £1,200 each per annum. This 
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will leave £3,600 super-profit, of which the outgoing 
partner has been receiving one half, or £1,800, during 
the period of his active participation. 

Over how many years is it likely that the already 
done work and influence of the retiring partner will 
extend? Supposing ten years is agreed upon, and 
that it is assumed the first year's annuity will be 
£1,800, less one-tenth—equal to £1,620. It will be 
found on reference to the Tables in the Appendix that, 
allowing interest at 5 per cent per annum, the present 
value of an annuity commencing with £100 and dimin¬ 
ishing by equal sums over ten years is £455-65. On 
the assumptions made, therefore, the value of the 
goodwill, subject to proper adjustment in respect of 
future income tax, is £455-65 x 16-2—£7,382, which 
proves to amount to rather less than two and a half 
times the retiring partner's former total annual income 
of £3,000 from the practice. 

As another example, take a case in which one of 
two equal partners in an old-established professional 
practice dies, and it becomes necessary to value the 
goodwill. The first step should be to ascertain the 
average annual amount of super-profit which the 
practice has in recent years yielded to the partners. 
The period of years taken may be three years or longer, 
but unless there is some reason for taking more than 
three years it is probable that this short period will 
reflect most closely the existing state of the practice. 
Assume it is found that the deceased partner has been 
in receipt of super-profit to the amount of £1,800 per 
annum, and that it is agreed between his executors 
and the surviving partner that his estate is entitled 
to an amount equal to the present value of future 
super-profit, commencing the first year at £1,600 and 


Deoetie of 
partner 



40 


COMMERCIAL GOODWILL 


diminishing by £200 each year, so that for the first 
year the super-profit will be £1,600, for the second 
year the super-profit is computed at £1,400, and so on, 
until for the eighth and final year the amount will have 
fallen to £200. Allowing interest on the purchase price 
at the rate of 5 per cent per annum, the result is as 
under— 



Present value 


Share of 

Present value 

End of year 

of £\, allowing 
5% interest 


super-profit 

allowing 5% 




interest 

1 

95238 

X 

1,600 

1524-4 

2 

•90703 

X 

1,400 

1269*8 

3 

•86384 

X 

1,200 

1036-6 

4 

•82270 

X 

1,000 

822-7 

5 

•78353 

X 

800 

626-8 

6 

•74622 

X 

600 

447-7 

7 

•71068 

X 

400 

284-3 

8 

•67684 

X 

200 

135-4 


£6147-7 


and this sum of £6,148 is the value of the deceased 
partner's share of the goodwill on the agreed basis. 
The results are calculated on the ordinary mathematical 
5 per cent interest tables, showing the present value 
of £1 due at end of each of the eight years. This 
so computed value is, as in the previous example, 
subject to proper adjustment in respect of future 
income tax. 
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The case may now be considered of a private under¬ 
taking hitherto carried on by two partners, A and B, 
which it is proposed to register as a private limited 
company and to admit two other partners, C and D. 
The business is an old-established connection of East 


India merchants and agents. It is agreed that the 
value of the goodwill is £18,000, of which seven-twelfths, 
equal to £10,500, belongs to A, and five-twelfths, 
equal to £7,500, to B. The average profits of recent 
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years amount to £6,000 per annum before charging 
interest on capital and remuneration for partners' 
services. 

The proposal in connection with the private limited 
company is that the two present partners, A and B, 
shall each put in, or leave, £2,000 in the business, and 
that the two new partners, C and D, shall each bring 
in £2,000. This will represent a share capital of £8,000 
in addition to the value of the goodwill. At the date 
of the proposed transfer, each of the partners, A and B, 
has in fact in the business a sum larger than £2,000, 
and it is proposed to link up the accounts of the old 
firm with those of the limited company in the following 
manner. 

A balance sheet of the old firm will be prepared as 
at the date of the proposed transfer. Apart from 
goodwill this balance sheet will show a surplus of 
assets over liabilities. Of this surplus £4,000 will be 
treated as capital of the partners in the old firm, and 
the remainder of the surplus will be carried to the 
credit of the partners' current or drawing accounts 
in the books of the limited company. These latter 
amounts may be drawn out by the partners at will, 
being considered as deposits at call. Shares will be 
issued fully paid to A and B in respect of £4,000 
standing to the credit of their capital accounts. The 
transaction may be recorded by means of the new 
company handing to A and B cheques amounting to 
£4,000 in payment for the surplus assets over liabilities 
of the old firm purchased by the new company, and 
A and B then handing to the new company their 
cheque for £4,000 in payment in full for their shares. 
As consideration for the £4,000 paid by the company, 
A and B, the vendors, will hand over the whole of the 
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assets shown on the balance sheet at the values stated 
therein. 

Part of the consideration given by the new company 
for the acquisition of the assets of the old firm is an 
undertaking by the new company to pay and dis¬ 
charge all liabilities of the old firm, including the 
deposits at call which will be standing to the credit 
of A and B. The amount of the liabilities, ascertained 
in the usual way, will be shown on the balance sheet, 
but the undertaking on the part of the new company 
extends, of course, to an indemnity in respect of all 
liabilities, whether more or less than the amounts 
shown on the balance sheet. It is not intended that 
the goodwill, the value of which has been agreed at 
£18,000, shall be paid for in cash, and it will be inter- 
esting to consider the details and the respective merits 
of several alternative schemes of financing this, any 
of which might/t £|bly be adopted. 

Scheme No. 1 

The authorized capital may consist of 30,000 shares 
of £1 each, amounting to £30,000, of which 26,000 shares 
will be issued, leaving 4,000 available for future issue. 
The capital to be issued in the first place will then be 


as under— 

For 

Goodwill 

For Cash or its 
Equivalent 

Total 


i 

i 

£ 

A 

10,500 

2,000 

12,500 

B 

7,500 

2,000 

9,500 

c 

— 

2,000 

2,000 

D 

— 

2,000 

2,000 


£18,000 

£8,000 

£26,000 


Assuming the average profits of future years to be 
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£6,000 per annum, the amount will be available for divi¬ 
sion as follows— 


A Salary .... 

800 

B .... 

800 

C .... 

500 

D .... 

500 


2,600 

Dividend 12*% on £26,000 . 

3,250 

Balance available for contingencies 

150 


£6,000 


Scheme No. 2 

An alternative method would be to issue 10 per cent 
cumulative preference shares—preferential also as 
to capital repayment—for £18,000 in payment for the 
goodwill, and £8,000 in ordinary shares of £1 each. 
In this case, after payment of the salaries, the profits 
available for distribution as dividends, amounting to 
£3,400—on the assumption of an average profit of 
£6,000 per annum, will be divisible as follows— 

£ 

Dividend 10% on Preference shares . . 1,800 
Dividend 18% on £8,000 Ordinary shares 1,440 

Balance available for contingencies . . 160 

£3,400 

If either of the above schemes be adopted, then, 
supposing that a profit of £6,000 per annum is in fact 
earned in future years, and that it is dealt with in the 
manner suggested, there will permanently remain an 
amount of £26,000 capital outstanding, and on the 
assets side of the balance sheet there will remain the 
item of £18,000 for goodwill. 

Scheme No. 3 

A more scientific financial arrangement, which 
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would result in the gradual and automatic reduction 
and ultimate disappearance at the end of the ten years 
of the £18,000 goodwill, may be adopted. The value 
of goodwill being nothing but the present value of 
super-profit expected to arise out of the business in 
future years, it is clear that as those profits arise in 
future years the value of the original goodwill which 
was purchased will be gradually worked off and will 
ultimately disappear. It is true that valuable good¬ 
will may then exist, but this will have arisen out 
of the good work done in the meantime by the direc¬ 
tors, and out of the connection they have maintained 
and- secured. The value of the goodwill at the end 
of the term of years may be equal to or greater than 
the £18,000 computed as the present value of the orig¬ 
inal "purchased 0 goodwill. This will depend upon 
the degree of success of the company during the period. 
The future outlook of the business will lways regulate 
the value of the goodwill, and of the issued shares of 
the company, quite irrespective of any amount which 
may appear in the books as an asset under the head 
of goodwill. As a matter of fact, no amount should 
ever appear in the books of a profit-seeking undertak¬ 
ing as the value of commercial goodwill, except during 
the period over which the actual cost of purchased 
goodwill is being liquidated out of current profits. 

It would be a serious disadvantage to the share¬ 
holders of this private undertaking to retain perman¬ 
ently on the books as an asset the cost of the goodwill, 
because it entails the shares or other security issued 
for the goodwill forming a permanent part of the capital 
of the company. In Schemes Nos. 1 and 2, the holders 
of the 18,000 shares will be entitled permanently to 
receive a large share of the profits equal to a regular 
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annual dividend of either 12$ per cent or 10 per cent 
on the £18,000. Instead of this there should be 
applied, out of the annual profits available for distri¬ 
bution, an annual sum of £2,331, payable in the form 
of an annuity, to A, £1,360, and to B, £971. This 
will result in completely extinguishing the £18,000— 
belonging as to £10,500 to A, and as to £7,500 to B— 
by the end of ten years in addition to paying in the 
meantime to A and to B interest at 5 per cent per 
annum on the unpaid balances remaining outstanding 
at the end of each year, as shown by the following 
table— 




Interest 

Capital 

A— 


at 5% 

Repayment 

1st 

year. 5% on £10,500 

■ £525 

£835 

2nd 

.. £9,665 . 

483 

877 

3rd 

,, etc., etc. . 

439 

921 

4th 


393 

967 

5th 


346 

1,014 

6th 


294 

1,066 

7th 


241 

1,119 

8th 


185 

1,175 

9th 


126 

1,234 

10th 


65 

1,295 



£3,097 

£10,503 

B— 


Interest 

Capital 



at 5% Repayment 

1st 

year. 5% on £7.500 

. £375 

£596 

2nd 

.. £6,904 

345 

626 

3rd 

,, etc , etc 

314 

657 

4th 


281 

690 

5th 


246 

725 

6th 


210 

761 

7th 


172 

799 

8th 


132 

839 

9th 


90 

881 

10th 


46 

925 



#,211 

£7,499 


Total, £1 3.600 = Annuity of ^1,360 x 10 
Total, #,710 = Annuity of #71 x 10 
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The balance of annual profits estimated to amount, 
after paying directors’ salaries, to £3,400, will then be 
divisible as follows— 

Annuities to A and to B . . . j£2,331 

% on £8 ,000 . ... 1,000 

Balance available for contingencies . . 69 

/3.400 

In order to give effect to Scheme No. 3 an agreement 
for sale of the business would be entered into between 
A and B of the one part and the new company of the 
other part, providing that in consideration of A and B 
handing over their business connection having an 
agreed value of £18,000 to the new company, A and 
B shall have a first charge by way of annuity on the 
annual profits of the new company, such profits being 
computed after providing for salaries as may be agreed. 
This amount payable out of the annual profits is to 
be cumulative, so that if the amount of profits in any 
one year is less than sufficient to meet the annual 
payment the deficiency in the annual payment is 
to be carried forward to the next year, and so on. 
Inasmuch as the profits of the new company will be 
assessed to income tax without deduction being allowed 
for the annuities payable thereout to A and B, the new 
company will deduct income tax at the current rate 
from time to time from the amounts of these annuities. 
The agreement will make it clear that the liability of 
£18,000 is not a liability which will rank pari passu 
with the claims of trade and other creditors of the 
new company, but is in the nature of a shareholders’ 
arrangement inter se, and a note to this effect might 
be made on each annual balance sheet of the company. 

The great advantage of Scheme No. 3 is that it 
provides for the payment off over the term of ten years 
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of the consideration paid for a form of value which 
must necessarily diminish and disappear, being nothing 
but the right to receive an annuity, the whole of which 
will, by the end of the term, have been received. After 
the end of ten years, if the average annual distributable 
profits should continue to amount to £3,400 per annum, 
the holders of the 8,000 shares may receive a dividend 
thereon at the rate of 42$ per cent per annum on the 
£8,000 of issued capital, and in the meantime during 
the ten years the shares will rapidly increase in value, 
owing to the sound basis upon which the business is 
being financed. 

Under Scheme No. 1 A and B would receive between 
them out of the profits of the company during the ten 
years 12i per cent per annum, namely, £2,250 x 10 — 
£22,500 on the £18,000 to be issued under that scheme 
for goodwill, and at the end of the ten years they would 
still be the holders of the 18,000 shares, which would 
continue to rank for dividends in future years, thus, 
of course, permanently handicapping the remaining 
8,000 shares. Under Scheme No. 3 the 8,000 shares 
would gradually improve in value over the period of 
ten years until at the end of that time the holders 
became entitled to divide amongst themselves the 
whole of the annual profits of the company. 

The effect of Scheme No. 2 is much the same as of 
Scheme No. 1 except that the amount received by 
A and B as dividends on their 18,000 shares would be 
£1,800 per annum, amounting over the ten years to 
£18,000, the shares afterwards remaining in like manner 
as a permanent part of the capital of the company. 

The operation of either of these two schemes, Nos. 
1 and 2, constitutes a handicap upon the holders of 
the remaining 8,000 shares in their character as owners 
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of the new undertaking. This remark applies as 
much to the original partners A and B in their charac¬ 
ters as part proprietors of the new undertaking as it 
does to the new shareholders. 

Scheme No. 3 has the following advantages for the 
original partners— 

(a) In their character as outgoing partners it 
assures to them to the fullest possible extent, short of 
the payment of the consideration in cash, the receipt 
over a period of ten years of £18,000 for their good¬ 
will, together with interest at 5 per cent per annum 
on the balances remaining from year to year out¬ 
standing. 

(b) In their character as shareholders in the new 
company they will receive the same dividends as 
under Scheme No. 1 on their holdings of 2,000 shares 
(which excludes the value of goodwill), while at the 
same time these 2,000 shares will constantly tend 
to improve in value, because they will participate 
in the value of any goodwill of the business which 
may arise to the new shareholders out of the work 
of the directors and managers of the new company. 
Scheme No. 3 has the following advantages for the 

new shareholders— 

The capital of the new company will not be 
permanently loaded with the £18,000 representing 
the cost of the goodwill because this will be gradually 
paid off by applying, in the form of an annuity, a 
portion of the profits earned over the first ten years 
of the company’s existence, instead of applying the 
whole of the divisible profits to pay a high rate of 
dividend on the capital, including that created to buy 
the goodwill. The effect is to add every year to the 
value of the shares held by the new shareholders. 
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thus ensuring that any value which may arise out of 
the good work and connection of the present pro¬ 
prietors will accrue to their benefit. This is equitable 
and provides the proper stimulus to good work. 

A business of importers and exporters of chemicals, 
drugs, etc., was carried on during many years by two 
partners, A and B, as a private partnership. It was 
afterwards registered as a private limited company, the 
issued capital being 70,000 shares of £1 each fully paid. 
Of these shares, 35,000 belonged to A, and 35,000 to B. 
At the date of registration of the private limited com¬ 
pany, £42,700 was included among the assets as the 
value of the goodwill, patents, trade marks, and designs. 

About three years after the registration of the private 
limited company one of the partners, A, died, and it was 
necessary for the executors to ascertain the fair selling 
value of A’s shares, which it was intended should be pur¬ 
chased by B, who would continue the business. The last 
annual balance sheet showed the following position— 


Assets — 

£ 

Cash ... ... 

1,400 

Furniture, etc. .... 

Temporary investments, consisting of 

1,000 

Government securities at market price, 
31st March, 1930 .... 

12,900 

Debtors: 


Sundry persons ..... 

3,500 

A, Loan Account .... 

5,000 

B, Loan Account .... 

9,000 

Stock on hand ..... 

23,000 

Goodwill, patents, trade marks and designs 

42,700 

Deduct 


Liabilities — 


Creditors ...... 

16,300 

Bank Loan ...... 

5,000 

Reserves for Income Tax 

7,200 


28,500 


Representing capital, 70,000 shares of £1 each £70,000 

The average capital employed, apart from goodwill, is estimated 
at £30,000. 


Private limited 
company. 
Death of one 
of two 
partners; 
valuation 
of sham 
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What is the fair selling value of the shares at the 
date of the last balance sheet, assuming that the values 
of the assets other than goodwill and the amounts 
of the liabilities are correctly stated in the balance 
sheet? The value of the goodwill depends upon the 
future super-profit likely to be earned by the business 
after providing sums each year adequate for manage¬ 
ment and for interest at a reasonable rate on capital 
invested in the business other than goodwill. The 
business has hitherto been managed jointly by A and 
B as Governing Directors. During the last three years 
sums averaging together £6,000 per annum have been 
charged to Profit and Loss Accounts for salaries and 
income tax of the Governing Directors. Income tax 
under Schedule D has also been charged to the Profit 
and Loss Accounts. 

The profit on trading as shown by^the Profit and 
Loss Accounts, after charging the above-mentioned 
amounts, but adjusted in certain other respects, is 
as follows— 

l L 

Year ended 31st March, 1928— 

Balance as per Profit and Loss Account 4,600 
Preliminary Expenses charged to Profit and 

Loss and now written back . . . 1,200 

-5,800 

Year ended 31st March, 1929— 

Balance as per Profit and Loss Account . 11,200 

Year ended 3lst March, 1930— 

Balance as per Profit and Loss Account . 2,500 

Depreciation of Investments, etc., charged 
to Profit and Loss Account, and now 
written back ..... 1,000 

Special remuneration to Governing Directors 
charged to Profit and Loss Account, and 
now written back. .... 7,000 

- 10,500 


£27,500 

This gives an average annual profit of about £9,000 
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after providing the average annual sum of £6,000 for 
salaries and income tax of the Governing Directors, 
and also providing income tax under Sch. D. The 
very liberal provision for Governing Directors’ services 
was in consideration of the strenuous years of work 
covered by the period. From the so computed average 
annual profit of £9,000 a sum of £3,000 should be 
deducted for interest at the rate of 10 per cent per 
annum on a rough average sum of £30,000 capital 
invested in the business other than goodwill, leaving 
£6,000 per annum super-profit, on the experience of 
the last three years, after making ample provisions of 
every kind, including income tax. 

This is an old-established business, having a wide 
and valuable connection. On the other hand, the death 
of one of the two partners may cause the disposal of 
the goodwill to be to some extent in the nature of a 
forced sale. On the supposition that in the future 
the business may be expected to earn a super-profit 
of £6,000 per annum, what is the present value of the 
goodwill? The present value of an annuity of £6,000 
per annum over a period of five years discounted at 
the rate of 10 per cent is £22,740. As an alternative 
computation the present value of an annuity assumed 
to commence with £6,000 the first year, and to diminish 
by equal annual sums over a period of ten years—so 
that the annuity for the last year of the period is 
£600—discounted at the rate of 10 per cent is £23,160. 
It is probable that the value of the goodwill of this 
business is not less than £23,000. 

If, in order to test this against an old method of 
valuation, it is assumed that the profits of the business, 
while carried on as a private partnership for the seven 
years ended 31st March, 1927, prior to its registration 

E 
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Disadvan¬ 
tages of old 
method of 
valuing 
goodwill 


b'i 

as a private limited company, averaged about £8,000 
per annum before providing for partners' services, 
interest on capital or income tax, the value of the 
goodwill would, under the old method, be computed 
as equal to three years’ average profits, or £24,000, 
which tends to give support to the valuation at £23,000 
on the reasoned basis set out above. 

The value of the shares at the 31st March, 1930, 
is then ascertained by adding £23,000, the value of the 
goodwill, to £27,300, the balance sheet surplus of other 
assets over liabilities—after deducting £42,700, the book 
value of the goodwill—giving an amount of £50,300. 
If the shares are to be valued as at a date three 
months after the date of the last balance sheet, there 
must be added a further sum of £1,257, being 10 per cent 
per annum interest on £50,300 for the three months 
ended 30th June, 1930, together equal to £51,557. 
On this basis the 70,000 issued shares of £1 each are 
worth about 14s. 9d. per share three months after 
the date of the last balance sheet, and the holding of 
A, the late partner, amounting to 35,000 shares, is 
worth one moiety of £51,557, equal to £25,778. 

In the above case the services of the two Governing 
Directors are considered to be fairly worth together 
£6,000 per annum, and an amount of £3,000 per annum 
is required to provide 10 per cent interest on a capital 
of £30,000 exclusive of goodwill. Thus out of a total 
surplus revenue of £15,000 per annum, only £6,000 is 
super-profit. In the case of a business, otherwise 
identical, but requiring as fair remuneration for 
management, say, only £2,000 per annum, and for 
interest on capital other than goodwill only £1,008 
per annum, the value of the goodwill would obviously 
be much greater than £23,000. If, for instance, in 
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such case the value was computed on an expected 
future annual super-profit of £12,000 per annum instead 
of £6,000 per annum, the goodwill might be worth 
nearer £46,000 than £23,000. But under the old 
method of multiplying the average profits by three, 
five, or other number of years to measure the value 
of goodwill this difference in value is likely to be 
overlooked. 



CHAPTER IV 

PUBLIC COMPANIES AND GOODWILL 


Meaning of 

“public 

companies’’ 


Value o! 

established 

connection 


The expression "public companies'* is not intended 
to include all companies registered under the Limited 
Liability Acts, but to extend only to those under¬ 
takings in which the capital is, for the most part, 
owned by the public, that is, by persons who have 
little or nothing to do with the actual management 
of the business. It will be found that those descrip¬ 
tions of business which are commonly carried on by 
such public companies do not as a rule depend, to any 
great extent, upon the skilled work of particular 
individuals. The descriptions of business carried on 
by such undertakings usually fall under one of two 
well-defined classes— 

(1) Established connections largely dependent on 
well-known trade names or trade marks; 

(2) New undertakings formed to develop fresh 
enterprises, or to exploit patented inventions, etc. 
An established connection may sometimes seem to 

be practically permanent. The value of the connection 
depends, of course, upon the amount of expected 
future super-profit. In the case of a business with a 
world-wide connection, carrying on a prosperous and 
increasing trade and earning a large amount of super¬ 
profit, it may seem that there is no reason to place any 
limit upon the period over which this may continue, 
and that, therefore, the value of goodwill may be 
permanent, but this is not so. Payments made for 
goodwill are represented by nothing more substantial 
than the hope of future abnormal success. There is 

54 
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no backing to show for such payments in the form 
of material security as in the case of capital invested 
in buildings, plant, and machinery. And even if 
the expected super-profit is treated as receivable 
in perpetuity, the value is in all cases limited by the 
rate of discount which must be applied to the expected 
annuity (super-profit) in order to translate it into 
present value. Owing to the inevitable risk, the 
rate of discount needed in the case of capital embarked 
in the purchase of commercial goodwill is rarely less 
than 10 per cent per annum. It will be found, on 
reference to the tables at the end of this work, that at 
this rate of discount the present value of an annuity 
of £100 for twenty years is £851, or eight and a half 
years’ purchase; while the present value of an annuity 
of £100 for 100 years is only £1,000, or ten years' 
purchase. Thus the difference in value between a 
twenty years’ annuity and a one hundred years’ 
annuity is small. 

It is clear, therefore, that in the case of capital risked 
in trade the necessary interest factor alone must severely 
limit the value of goodwill. But apart from the 
interest factor, super-profit will not continue to arise 
in perpetuity owing to ordinary trade competition 
and change of taste, fashion, and so on. Wherever 
super-profit exists, there exists also special inducement 
to others to set up rival and competing businesses. 
Again, in the case of large undertakings the directing 
ability may deteriorate as time goes on. This will 
cause the annual profits to fall. The larger the under¬ 
taking, the greater the ability required to direct it 
with success. Great amalgamations may become cum¬ 
bersome and overgrown. There is in all profit-seeking 
undertakings what may be called an economic unit, 
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the size of which depends upon the degree of directing 
and organizing ability available. It is always a vital 
question to ask—how long, in any particular case, will 
this exceptional advantage, the directing and organ¬ 
izing ability, so essential to the continued success of a 
great undertaking, be maintained ? 

In the case of a new undertaking formed to develop 
a fresh enterprise or to exploit an unknown and specu¬ 
lative source of possible super-profit, such as a patented 
invention, a strong appeal is made to the gambling 
instinct of the inquiring investor, and wild estimates of 
future super-profit are too commonly found in pros¬ 
pectuses offering shares in such issues. The present 
value of such an undertaking must be measured by 
reference to the fact that the proposition is highly 
speculative, owing, amongst other things, to such un¬ 
known factors as— 

(1) Cost of production or manufacture on a com¬ 
mercial basis. 

(2) Cost of selling organization. 

(3) Extent of public demand, and cost of adver¬ 
tising necessary to develop this demand. 

(4) Probability of further new inventions which 
may at any time supersede the use of any patented 
invention. 

A high rate of discount must, therefore, be applied 
to expected future super-profit to be derived from 
new undertakings of this character, including all fresh 
enterprises, patented inventions, and the like. This 
rate cannot often be less than 20 per cent. On reference 
to the tables at the end of this work it will be seen that, 
discounted at 20 per cent, the present value of an 
annuity of £100 for twenty years is £487, or just under 
five years’ purchase, and the present value of an 
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annuity of £100 for 100 years is no more than £500, 
or five years' purchase. 

The amount paid for purchased goodwill is in the 
nature of a premium given in the hope of an extra 
profitable investment. When the shares in a joint 
stock company are quoted at a premium this premium, 
unless distorted and rendered artificial by bull and 
bear operations in the shares, may represent the 
market's estimate of (1) the value per share of undis¬ 
tributed profits already earned, and (2) the value per 
share of expected future super-profit. In examining 
the published balance sheet of a joint stock company 
with the object of ascertaining how far the premium 
at which the shares are quoted is due to the amount of 
undistributed profits already earned, and how much is 
attributable to goodwill, a number of difficult questions 
will be found to arise. 

Assume a case, for the sake of illustration, and 
suppose that the floating assets of the particular under¬ 
taking are all properly stated at their fair values in the 
balance sheet. The wasting assets are also properly 
stated at values arrived at after deducting from their 
cost all capital outlay expired to the date of the 
balance sheet according to the best available estimates. 
On the other side of the balance sheet the liabilities 
are fully and fairly stated. In such a case the amount 
(if any) by which the stated value of the assets exceeds 
the sum of the liabilities and paid up share capital 
will represent the amount of the undistributed profits 
in hand. It is then comparatively easy, after allowing 
for the undistributed profits, to compute the amount 
which is being paid for goodwill in the market price 
of the shares. This can be done by deducting from the 
premium (the amount by which the price exceeds 
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the par value) an amount equal to the proportion of 
undisturbed profits apportionable to each share. The 
remainder of the premium is represented by nothing 
but the present value of expected future super-profit. 
It must be noted that in the case of a joint stock 
company with a capital divided into preference and 
ordinary shares, any attempt to allocate the premium 
on the preference shares between undistributed profits 
and goodwill will need considerable care and a know¬ 
ledge of the rights of the several classes of shares. 

There is another complication which must be con¬ 
sidered. Unfortunately, it cannot be assumed as a 
matter of course either that the assets or the liabilities 
are stated in the balance sheet of a joint stock company 
at their full and fair values. This fact adds greatly 
to the difficulty of estimating how much, if any, of 
the premium included in the price at which the shares 
of a joint stock company are quoted is attributable 
to goodwill. The price of the shares may be based on 
a more or less common knowledge that the value of 
the assets is either greater or less than is stated in the 
balance sheet, or this knowledge may be restricted 
to a favoured few whose market operations may 
raise or depress the price of the shares. The values 
at which assets and liabilities are stated in a balance 
sheet must, therefore, always be accepted with caution. 
The values of wasting assets are, of necessity, in the 
nature of long-distance estimates, but these should be 
based on the regular observation and record of the 
conditions affecting all such assets. The figures in the 
pro forma balance sheet set out on page 59 will provide 
an illustration of the method, in a simple case, of 
computing the amount representing goodwill in the 
market price of shares. 
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PRO FORMA BALANCE SHEET AT THE 3Ut DEC., 10.. 



£ 

t. 

d. 


£ 

s. 

d. 

Capital— 

50,000 shares of £1 each, 




Freehold Land 

KXaJ 


- 




Buddings 

7,750 


- 

fully paid . 

50,000 

- 


leaseholds 

750 


- 

Debentures 

20,000 

- 

_ 

Plant and Machinery 

16,500 


- 

Creditors 

15,000 

- 

- 

Stock of Raw and Partly 

■ 


Reserve . 

16,000 

- 

- 

Manufactured Material . 

14.000 

E 

- 

Profit and Loss — 




Manufactured Stock 

22.500 

- 

- 

Balance as per last 




Debtors . 



~ 

Balance Sheet . £6,500 
Deduct 

Dividend at 10 per 
cent per annum 
in respect of pre¬ 
vious yoar£5,000 

Transfer to 

Reserve 1,000 

- 6,000 

500 

Profit for the year 5,500 




Cash .... 

16,500 



6,000 

- 

- 



1 



£107,000 

- 

- 


£107,000 








MMMB 



This balance sheet shows that the capital of the 
company concerned is £50,000, consisting of 50,000 
shares of £1 each fully paid, and that the profit for 
the year ended at the date to which the balance sheet 
is prepared amounted to £5,500. The dividend paid 
for the previous year was 10 per cent on the share 
capital, and out of the balance of profits then remaining 
in hand the sum of £1,000 was transferred to reserve 
account, which was thereby raised to £16,000. It is 
clear from the balance sheet that, after paying a 
dividend of 10 per cent for the year just ended, there 
will remain an undistributed balance of profit of £1,000, 
together with the reserve of £16,000. Assuming then 
that the assets and liabilities are stated in the balance 
sheet at their full and fair values, a sum of £17,000 will 
remain in hand after paying a dividend of 10 per cent 
for the year, and this is undistributed profit, and is 
equal to about 6s. 9d. per £1 share. 

If, therefore, the £1 fully paid shares are quoted 
on the Stock Exchange at £1 16s. 9d. each, the price 
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includes a premium of 16s. 9d. per share, of which 
10s. is represented by nothing but goodwill. The 
goodwill of the business is thus valued in the price 
at which the shares are quoted at £25,000, being 
10s. X 50,000 = £25,000. Suppose the average profits 
of past years have been no more than, say, £6,000 per 
annum, this leaves a super-profit of only £1,000, after 
providing interest at 10 per cent per annum on the 
£50,000 capital. The value of an annuity of £1,000 
for twenty years, allowing interest at 10 per cent 
amounts to £8,510, or about 3s. 4d. per share. In 
order to justify a premium of 10s. per share for goodwill 
alone, a future average annual profit of about £8,000 
is needed. This would include £3,000 super-profit, the 
value of which on the above basis is £25,530. But 
future prospects may, of course, fully warrant such a 
favourable anticipation as a future annual super-profit 
of £3,000. 

In considering the pro forma balance sheet set out 
above it has been assumed that the assets and liabilities 
are stated at their full and fair values, but the deter¬ 
mination of the values of assets at any given date is 
always a matter of estimate, with the exception of 
land, easily marketable securities, and cash at Bank 
and in hand, the values of which cannot be a matter 
of doubt. For accounting purposes land should be 
stated at cost, because the capital outlay thereon does 
not expire as it does in the case of wasting assets. 
The values of other assets may easily be either over¬ 
stated or under-stated. If they are under-stated the 
effect is to create what is called a hidden reserve, 
and this condition may be within the knowledge of 
some operators in the shares, as a consequence of which 
the demand for the shares may cause the price to rise 
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to a premium which appears to those unacquainted 
with the facts to be excessive. 

Suppose, on the other hand, that in the balance sheet 
set out above, the values of the wasting assets, such as 
buildings, leaseholds, and plant and machinery are 
over-stated, owing to failure to deduct adequate pro¬ 
vision for expired capital outlay (depreciation), to 
the extent of, say, £8,000. The effect of this is that one 
half the reserve of £16,000 appearing in the balance 
sheet, and purporting to be undistributed profits, is 
not represented by anything. The profit and loss 
accounts have, in that case, been prepared in previous 
years without making adequate charges for expired 
capital outlay to the extent of £8,000, and thus the 
profits of those years have been over-stated, and so 
transferred to the reserve, which is, therefore, over¬ 
stated to a like amount. Again it is possible that 
the other assets appearing in the balance sheet, repre¬ 
senting what is commonly called the floating capital, 
such as stock-in-trade and debtors, may be stated 
at sums which may ultimately prove to be excessive. 
If this further over-estimate of value amounts to £8,000 
or £9,000, it may be found that the whole of the sup¬ 
posed reserve is a myth. Sufficient has been said to 
show the difficulty of judging the value of shares by 
reference to the balance sheet of an undertaking. 
It will also be plain that the premium at which a 
share is quoted on the market may, or may not, repre¬ 
sent estimated goodwill. The premium may be due 
to the accumulation of profits already earned but 
undistributed, and it may be due to nothing but market 
manipulation and baseless rumours. 

A successful public company with an established 
connection may need further capital to meet the 
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requirements of a constantly increasing business. 
It may be decided to issue new shares at a premium 
to rank pari passu with shares already issued. It is 
important to examine the effect of such an issue on 
the already existing shares. Suppose a prosperous 
manufacturing company requires to extend its plant, 
and that its last published balance sheet shows the 
following position— 


Liabilities 

L 

Capital— 

50,000 6% Pre¬ 
ference shares 
of £1 each £50,000 
50,000 Ordi¬ 
nary shares 
of £1 each 50,000 

- 100,000 

Creditors 27,000 

Reserve 25,000 


£152,000 


A ssets 

i 

Land, buildings, plant, 
stock, debtors, and 
cash . . . 152,000 


£152,000 


The accounts of recent years show that the business 
and profits have steadily increased, and that the profits 
of the last year amounted to £10,500. After providing 
£3,000 for dividend on the preference shares there 
remained a balance of £7,500, which is equal to 15 per 
cent on the ordinary shares, and which was distributed 
as dividend thereon. The ordinary shares are quoted 
on the market, and are in good demand. The 
market price is 40s. per share, being a premium of 
20s., or 100 per cent. At this price the dividend of 
15 per cent, equal to 3s. on each £1 share, gives a yield 
of 1\ per cent on the price of 40s. 

It is assumed that the assets and liabilities are all 
stated in the balance sheet at their full and fair values. 
If this be so, and there has been no previous issue of 
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shares at a premium, the £25,000 reserve must be undis¬ 
tributed profit. It is plain then that one moiety—or 10s, 
of the premium of 20s. on each £1 ordinary share—is 
represented by this £25,000 undistributed profit. 
The balance of the premium 10s. is represented by 
nothing but goodwill. This shows that the goodwill 
is valued in the market price at £25,000, being 10s. 
X 50,000, the number of ordinary shares issued. The 
super-profit on the last year's trading is scarcely 
more than £2,500, being £7,500 less the amount of 
£5,000 required to provide a dividend at a normal rate 
of, say, 10 per cent on the ordinary shares. The 
market valuation of the goodwill, £25,000, is roughly 
equal to the value of an annuity of £3,000 for a period of 
twenty years, allowing interest at 10 per cent. The 
market price, therefore, seems to be based on the 
expectation that the profits of the business will continue 
to increase. 

In these circumstances suppose that an issue of 
50,000 new ordinary shares of £1 each at the price of 
40s. per share is offered for subscription and fully 
subscribed. The effect on the holders of the 6 per cent 
preference shares will be to substantially increase the 
margin of their security, but not, in any event, to 
increase their dividends. The ordinary shares would 
still be quoted on the market at not less than 40s. 
per £1 share, being a premium of 20s. per share. This 
premium will now be represented, however, by 15s. 
per share reserve, and 5s. per share goodwill. The 
reason is that the reserve has been increased by £50,000, 
the premium on the 50,000 new ordinary shares, and 
it therefore stands at £75,000, equal to 15s. per share 
on the 100,000 ordinary shares now issued. The 
market valuation of the goodwill remains the same 
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at £25,000. The subscribers to the 50,000 new ordinary 
shares have, in fact, brought in to the coffers of the 
company 10s. per new share to answer the 10s. un¬ 
distributed profit per old share, and 10s. per new 
share to answer the 10s. per old share value of goodwill. 
The number of ordinary shares is, however, doubled, 
and therefore the same amount of future super-profit 
will suffice for only half the former distribution of 
super-profit per share, thus halving the value of the 
goodwill per share, but against this each of the 100,000 
ordinary shares is now interested to the extent of 5s. 
in the £25,000 cash brought in to the coffers of the 
company for goodwill by the subscribers to the issue 
of new ordinary shares. 

The future extension of the company's business 
consequent upon the introduction of fresh capital 
may soon result in the earning of more than £3,000 
annual super-profit, but this cannot happen unless 
and until the additional earnings amount to upwards 
of 10 per cent per annum on the fresh capital, this 
being t;he assumed normal rate of profit required to 
attract the capital. In the case here illustrated, the 
preference shareholders are not entitled to direct 
participation in the amount received as premium on 
the new ordinary shares, the ordinary shares being 
entitled to the whole of any surplus after payment 
of the fixed dividend of 6 per cent on the preference 
shares. The ordinary shareholders* are, in this respect, 
in the position of residuary legatees. It would be 
otherwise if the issue of preference shares had been 
in the form of 6 per cent participating preference 
shares. In that case the preference shares would 
be entitled to some portion, according to their rights, of 
the premium and of any future increase in super-profit, 
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and their future value would, therefore, have been more 
directly affected by the issue at a premium of new 
ordinary shares. 

If at any future time it happens that the £50,000 
received as premium on the issue of the new ordinary 
shares is not required for use as capital by the business, 
it may be legally distributed in the form of dividends 
over the whole of the ordinary shares, either in one 
payment or in a number of payments spread over a 
series of years. It is obvious that this £50,000 premium 
may properly be looked upon as a sum deposited with 
the company by shareholders, which may, therefore, 
be withdrawn by them without encroaching on or 
curtailing the share capital. The £25,000 balance of 
the reserve £75,000 consists of profit previously earned 
by the company and retained in hand, and, therefore, 
this amount also may at any time be properly dis¬ 
tributed pari passu to the holders of the 100,000 ordin¬ 
ary shares as dividend. When a compound reserve 
of this nature is distributed to shareholders, income 
tax should be deducted only on that part of the divi¬ 
dend which represents undistributed profit. Premiums 
received on a new issue of shares are not assessable to 
income tax. 

Assuming, for the sake of simplicity, that there is 
no undistributed profit to complicate the question, 
the rule for ascertaining the total value placed upon 
the goodwill of an undertaking which issues, at a 
premium, new shares ranking pari passu with shares 
previously issued is to multiply the number of the 
shares previously issued by the amount of the premium 
per share at which the new shares are issued. The 
premium on the new shares is paid in order to bring 
them up to the computed value of the old shares, and, 


UndUtribuMt 
profit and 
premiums on 
new shares 
distributed as 
dividend; 
deduction ot 
income tax 


Rule for 
ascertaining 
total value 
placed upon 
goodwill Of 
undertaking 
issuing slum 
at a premium 
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therefore, the market value of the shares should not fall 
after the issue of the new shares and the receipt of the 
premium. Although one part of the value of the old 
shares is decreased in consequence of the sale of a 
proportion of the goodwill formerly attaching to them, 
the decrease is made up by the proportion of the 
premium received, which vests pari passu in each 
share. Thus, each share of the greater number of 
shares issued has then not less than the market value 
per share which formerly attached per share to the 
smaller number of old shares, part of this value being 
now represented by goodwill and part by the common 
right to participate in the premium brought into the 
undertaking by the holders of the new shares. 

The following table illustrates this rule. The issue, 
in each case, is assumed to be 50,000 new ordinary 
shares of £1 each at a premium of 10s. per share for 
goodwill, the premium amounting, therefore, to £25,000. 
What is the total value placed upon the goodwill 
if the old ordinary shares in the undertaking are (a) 
50,000, {b) 150,000, and (c) 450,000 respectively? 


; 

Old 

ordinary 
shares of 
£\ etch 

Amount of 
premium 
per share 
for 

goodwill 

Total 
computed 
value of 
goodwill 

Total 
ordinary 
shares of 
£\ each 
after the 
new issue 

How premium of 

10s. per share is 
represented after 
the new issue 

Goodwill 

& 

Cash £25,000 
ui reserve 
per share 

(a) 50,000 

X 10/- 

25,^00 

100,000 

1 

5/- 

51- 

(6) 150,000 

X 10/- 

75,000 

200,000 

7/6 

2/6 

{c) 450,000 

X 10/- 

225,000 

500,000 

91- 

1/- 


After the new issue the 10s. premium per share will 
be represented as shown above partly by goodwill— 
which remains the same in total, but is spread over a 
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larger number of shares—and partly by cash which 
has been brought in to the coffers of the undertaking 
by the new shareholders. From the point of view 
of the old shareholders the issue of new shares at a 
premium is a convenient way of cashing in advance 
estimates of future super-profit, because, to the extent 
that the premium per old share is represented by 
nothing but goodwill, the transaction is an exchange 
of rights to expected future profit for cash down. 

As already stated, it will generally be found that 
industrial and commercial concerns of normal develop¬ 
ment carried on by public companies are less directly 
dependent upon the work and influence of any one 
particular individual than either small businesses 
on the one hand or great amalgamations on the other 
hand. The term normal development must be con¬ 
strued according to the circumstances of each case. 
It may easily be applicable to any connection—irre¬ 
spective of size—which does not need abnormal 
directing ability. A large and successful business 
generally has a well-organized executive and a widely 
based connection. It may not need very exceptional 
ability to direct it. It may nevertheless have a world¬ 
wide reputation, and its goods may be recognized 
everywhere by a trade name, or trade mark. When 
this is so the value of the right to use this trade name, 
or trade mark, may be very great. This is well shown 
by the large sums paid for goodwill when privately 
owned undertakings, which have already attained to 
world-wide fame, are sold to the public. In other cases 
great success may have been attained by businesses 
created, developed, and carried on by public com¬ 
panies, the shares in which are quoted in the market 

at high premiums. These premiums will doubtless be 
K 


Industrial an< 

commercial 

concerns 



68 


COMMERCIAL GOODWILL 


Test of Stock 
Exchange 
values; 
a great retail 
business 


represented partly by increased property other than 
goodwill and partly by the market estimate of the 
value of the goodwill. 

In considering the Stock Exchange values of the 
shares of profit-seeking undertakings a rough and ready 
test may be applied with the aid of the published 
balance sheets of the undertakings. Take the case of a 
supposed public company, registered thirty or forty 
years ago, with a fully paid capital of £20,000, divided 
into 20,000 shares of £1 each. It may be common 
knowledge that from small beginnings, in this case, a 
great and successful retail business has been developed, 
which has grown to enormous volume, and which 
supplies a very large number of customers. Suppose 
that the undertaking has been financed in such a 
sound and conservative manner that all its business 
assets are valued in the books at strictly fair going- 
concern values, and that, in the course of years, there 
has been gradually accumulated and invested out of 
past profits, retained in hand undistributed, sums 
amounting in all to, say, £480,000—equal to £24 per 
share on the 20,000 issued shares. This £480,000 
stands in the last published balance sheet to the 
credit of a reserve account, and is represented on the 
other side of the balance sheet by gradually accumu¬ 
lated increase in assets. One half of this increase is 
in business assets, such as buildings, plant, and stock, 
and the other half is invested in trustee securities. 
Assume that for the first twenty-five or thirty years of 
its existence the annual profits of this undertaking 
increased steadily year by year, and enabled an 
increasing dividend to be paid to shareholders out of 
the profits available for distribution. Assume further 
that the annual dividend, which has been regularly 
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paid on each £1 share for some years past, is £3 per 
share, equal to no less than 300 per cent on the capital 
originally invested. 

It must always happen in the case of an undertaking 
of this kind, which has expanded steadily and attained 
great prosperity, that a time comes when the annual 
increase in profits will show signs of flagging. It, is 
probable that, as years go on, there may be even small 
decreases in the annual profits. But the financial 
position is now very sound. There is no further need 
to apply profits to extend the assets. All the profits 
can therefore be distributed, and the annual dividend 
of £3 per share may well be maintained. 

What, then, is likely to be the market value of each 
of the £1 fully paid shares in this successful under¬ 
taking. The company pays 300 per cent, and has 
behind it a wonderful history of constant progress 
and expansion. Its name may have become almost 
a household word throughout the world. It is, perhaps, 
popularly spoken of as being as '‘safe as the Bank of 
England." It has never reduced its rate of dividend. 
In these circumstances it is possible that, at a time 
when the average normal rate of interest on trustee 
securities was 5 per cent, the market value of a £1 
share in such an undertaking may have been as high 
as £60. At this price it would pay the purchaser only 

5 per cent on his money while the annual dividend 
remains at £3 per share. If the dividend rises again 
in future, as it has so often risen in the past, then if 
the dividend reaches £3 12s. Od. per share it will pay 

6 per cent on the price of £60, and if it rises to £4 10s. Od. 
per share it will pay 7£ per cent, and with each increase 
in dividend the price of the share is likely to continue 
to rise. The business has shown that it is second to 



70 


COMMERCIAL GOODWILL 


none. That is the view of sanguine and conservative 
shareholders. The high price of the shares does not 
tempt them to sell, for surely, at the worst, say they, 
the dividend will be maintained. 

But sooner or later the dividend paid out of current 
profits will surely decrease. It cannot always go on 
increasing, and the outside limit of success may already 
have been reached, or even passed. No dividend, 
depending principally upon super-profit, can be indefi¬ 
nitely maintained, owing to the laws of competition 
and of change, which must ultimately cause a decrease 
of profit. But when will the profit decrease? This 
can best be judged by reviewing the past history of 
the undertaking as revealed by the annual reports 
and balance sheets. If it is found that there has been 
a vigorous growth and development for many years, 
followed by a considerable period of fluctuating pros¬ 
perity, it is likely that some of the first signs of decay 
may even now be observable. On the other hand, it 
may be, of course, that the marked halt in the progress 
of development is only temporary, and that the under¬ 
taking has not yet reached maturity. But in all 
probability the chances are the other way. A great 
business which has grown and developed ultimately 
reaches a fine maturity which, with continued good 
management, may endure for a long time, but decay 
is the next stage as surely in the case of a great business 
as it is in the case of a mature man. Neither can 
last for ever. There are not many men, or many 
businesses, in existence to-day which were in existence 
a hundred years ago, and a hundred years hen6e the 
same remark will surely be equally true. 

Those who agree with this view will agree that 
whenever a great business is judged to have reached 
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maturity the ordinary shares should only be held 
as an attractive investment while the average dividend 
paid returns a high rate of interest on the market price. 
Now if £60 is paid for each share in this supposed 
undertaking the value will, on the assumptions made, 
be represented thus— 

£ 

Original share on which £1 has been paid . . 1 

Undistributed profits represented by increased assets 
apart from goodwill, of £480,000 . . 24 

Balance represented by nothing but goodwill . 35 

Therefore, £35 has been paid for goodwill by the 
purchaser of the share. It is obvious that this price 
can be justified only if there is likely to be further 
great growth and development,- and this cannot be 
so when a business has already reached maturity. 
Yet in the past it has been a common thing to find 
the ordinary shares of great, and apparently fully 
developed, industrial and commercial undertakings 
changing hands on the market at a price which yields 
the purchaser only 5 or 6 per cent on his money. 

But, to take a cheerful view of the future of this 
undertaking, suppose it is assumed to have reached 
maturity, but to have before it a long and successful 
life during which the dividend of 300 per cent (£3 
on each £1 share) will be maintained, while all its assets, 
including the investments of its great reserve fund, will 
be kept intact. What would be a fair price for the 
shares, and one sufficiently tempting to attract a dis¬ 
criminating investor ? Such an investor would probably 
refuse to attempt to look ahead more than twenty years 
at the outside, and if he thought it safe to count upon 
a long continuance of the high current rate of dividend, 
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Test of value 
of shares of 
aa insurance 
company 


he would no doubt be willing to pay a price for the shares 
considerably greater than the full value of the existing 
tangible assets, including the outside investments. 

The value per share might be computed by a dis¬ 
criminating investor as follows— 

£ s. d . 

Original share on which £\ has been paid . 1 - - 

Undistributed profits represented by increased 
assets, apart from goodwill, stjogc of 

£480,000 . 24 - - 

Goodwill—based on super-profit of £\ 2s. 6d. 
per share, for a period of twenty years, 
allowing 10% per annum interest on the cost 9 10 - 

£*4 *0 - 

The super-profit of £1 2s. 6d. is computed by deduct¬ 
ing from the dividend of £3 per share the sum of 
£\ 17s. 6d. required to pay a dividend at a normal 
rate—say 1\ per cent per annum—on £25, the capital 
per share invested in the business, apart from goodwill. 
The low rate of per cent is accounted for by the 
large proportion of capital invested in trustee securities 
in this case. The fair value of the shares of this under¬ 
taking is certainly nearer to £34 10s. Od. than to £60 
per £1 share. At the price of £34 10s. Od. a dividend 
of £3 per annum yields about 8| per cent, which is 
not an excessive rate in view of the risk and of the 
doubt whether the average super-profit will be main¬ 
tained over so long a period as twenty years. 

The fair market value of the shares of a large under¬ 
taking, such as a great insurance company, may be 
roughly measured by a careful consideration of the 
financial position and results disclosed by the published 
balance sheets. Suppose that the last published balance 
sheet shows that 590,000 shares of £5 each have been 
issued. An amount of £2 10s. Od. per share has been 
credited as paid up, including £1 per share applied 
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to uncalled capital reduction out of the profits of the 
previous year as shown below. 

The balance sheet shows that, after deducting an 
investment reserve of £1,000,000, the assets connected 
with the fire, marine, and accident insurance branches 
of the business amount in value to £21,000,000 net. 
Those assets consist almost wholly of sound invest^ 
ment securities. They do not include the investments 
connected with the life insurance branch, which are 
allocated to meet the liabilities under the life policies. 

Then suppose that the liabilities, including the 
shareholders' capital credited as paid up, and the final 
dividend proposed to be paid in respect of the year, 
together with all the other liabilities, and the usual 
reserve of 40 per cent on premiums received during 
the year to cover future claims, amount to £14,475,000. 
Deduct this amount from £21,000,000, the net assets, 
and there remains a surplus of £6,525,000, being 
undistributed profits in hand equal to about £11 per 
share on each of the 590,000 shares issued. 

An examination of the published revenue accounts 
of the fire, marine, and accident departments, and of 
the profit and loss account to which the results of these 
are carried, discloses the fact that, before writing off 
the cost of certain businesses acquired, the total profits 
earned for the year amount to £2,163,333, which have 
been allocated as follows— 


Dividends paid to shareholders and income tax 
thereon paid by the company on share¬ 
holders’ behalf ..... £716,000 

Uncalled capital reduction £1 per share, making 
the shares £2 10s. paid .... 590,000 

Income tax balance paid by the company 440,000 

Written-off cost of businesses acquired . , 215,000 

Balance added to reserves .... 202,333 


£2,163,333 
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Nothing has been carried to credit of the profit and 
loss account from the life insurance branch. The 
annual accounts of previous years show clear evidence 
of very capable and enterprising management and 
rapid increase in the volume and profits of the business. 
The recent accounts, however, seem to suggest a rather 
prodigal increase in administration expenses, which 
now exhibit an increasing instead of a decreasing ratio 
to the growing premium income. 

The profits earned for the year just ended, amounting 
to £2,163,333, are equal to £3 13s. 4d. per share. Of 
this amount 13s. 4d. is required to provide 5 per cent 
interest on £13 10s. 0d., representing paid up capital 
£2 10s. Od. per share, and undistributed profits in hand 
£11 per share. It should be noted that this £13 10s. Od. 
per share is represented by the sound securities in 
which the funds of the company are invested, and, 
therefore, interest at the rate of 5 per cent per annum 
may, in this case, be considered a normal rate of 
interest. This leaves a super-profit of £3 per share, 
and the share value might be computed as follows— 

l d. 

Amount credited as paid-up on each £5 share, 
including £1 per share applied out of the 
profits of the year just ended . . . 2 10 - 

Undistributed profits represented by surplus 
assets, of £6,525,000 (say) . . 11 ~ — 

Goodwill, based on super-profit of £3 per share 
for a period of twenty years, allowing 10% 
per annum interest on the cost . 25 10 - 

£39 

On this basis, therefore, each share is worth £39, 
£13 10s. Od. being represented by the funds actually 
in hand, and £25 10s. Od. for goodwill. The yield 
of £3 13s. 4d. on the price of £39 is about 9£ per cent. 
If it is desired to value the shares upon a more 
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conservative basis it will be found that the value of an 
annuity of £3 for a period of ten years, allowing interest 
on the cost at 10 per cent per annum, is £18 10s. 0d., 
and so computed the value per share is £32, consisting 
of £13 10s. Od. the funds in hand, and £18 10s. Od. for 
goodwill. The yield of £3 13s. 4d. on the price of £32 
is about 11J per cent. 



CHAPTER V 

THE ACCOUNTING VALUE OF PURCHASED GOODWILL 
AND ITS RECORD AND TREATMENT IN ACCOUNTS 
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The most difficult problem in connection with the 
subject of commercial goodwill has now been reached 
and must be carefully examined. There is at present 
no common agreement on the question of the account¬ 
ing value of purchased goodwill. It is still a not uncom¬ 
mon practice to treat the amount paid for the purchase 
of goodwill as representing permanent value. It is 
sometimes loosely said that, if the profits of a business 
are well maintained, the value of the goodwill cannot 
diminish. This is not necessarily always the case, 
because the value of goodwill at any time depends on 
future prospects, and these may be deteriorating even 
while profits are maintained or are actually increasing. 
Supposing, however, that the value of the now existing 
goodwill is not less than the value of the goodwill 
which existed at the date of purchase, yet it is equally 
necessary gradually to write off "the cost of the earlier 
existing goodwill because part of this cost has expired. 
There can be no question as to whether or not part 
of the cost has expired; the only question is as to the 
proportion which has expired. It may be safely 
stated that capital outlay on the purchase of goodwill 
inevitably expires year by year, whether the profits 
of an undertaking are increasing or decreasing. 

In the case of a limited liability company which 
purchases goodwill, some kind of permanent capital— 
usually in the form of ordinary shares—is issued in 
payment for the goodwill, and the cost of the goodwill 
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thus continues to be included among the assets in 
the balance sheet year after year, just as if the value 
was as permanent as the value of the freehold land 
upon which the premises of the business are situated. 

It is true that although no definite policy may be laid 
down, yet in the case of prosperous undertakings 
spasmodic allocations of surplus profits may often be 
carried to a reserve account, or transferred direct to 
the goodwill account in reduction of the cost. But 
such writing off is generally considered to be unneces¬ 
sary, and it is sometimes even resented by share¬ 
holders as a needless retention and allocation of 
profits which, they think, should be distributed to 
them in the form of dividends. 

It is urged against the writing off of the cost of ^ t y 0 f hould 
goodwill—and often it is a fact—that the goodwill of J^inhe 
a prosperous undertaking earning large surplus profits wnttcnoff? 
is worth no less now than it was when it was purchased 
ten or twenty years ago. The question is asked: 

" Why, therefore, should the goodwill be written off ? M 
The answer is that the present goodwill is, in the main, 
not the goodwill which was bought ten or twenty 
years ago. At that time—ten or twenty years ago— 
the now existing goodwill (which is the present value 
of super-profit expected to arise in still future years) 
would, owing to the effect of annual interest, have been 
worth next to nothing. 

All presently existing value in the form of goodwill— 
whether the amount be great or small—has arisen and 

mainly out of the good work of the past or present KSJJ 1 
proprietors, or their agents—the directors and managers 
—done and exercised over a period falling within the 
last twenty years. This is as true in the case of 
undertaking A which, on its formation, may have 
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purchased the rights to the connection of a business 
established ten or twenty years before, as it is in the 
case of undertaking B, which may have been formed 
and commenced business ten or twenty years earlier 
than A, and itself created and built up the business 
connection. If, at the present time, the future pros¬ 
pects of A and B are similar, and equally good, the 
present value of the goodwill of each will be equal in 
amount. In these circumstances, if A, having pur¬ 
chased the business connection, is entitled to retain 
the cost of this in the books of account as an asset 
of permanent value, it follows that B, having an 
asset of equal value, is also entitled to bring a like 
amount into account under the head of “Goodwill.” 
In each case the effect would be to improperly forestall 
the future by appropriating, in advance, the expected 
profits of later years. 

The price paid for anything is of necessity equal 
to some fixed and definite quantity. Therefore, the 
price of every right, or thing, having exchangeable 
value must-~knowingly or unknowingly—be com¬ 
putable on some basis which is equivalent to, or 
measurable against, some other fixed and definite 
quantity. In fixing the price to be paid for goodwill 
it is necessary to have regard solely to future prospects, 
and no one can do more than estimate what will 
happen in the future. But a price must be settled, 
and therefore it is necessary for the vendor and pur¬ 
chaser to agree upon some reasonable compromise, 
which takes the form of some fixed and definite 
quantity. 

The rough and ready method hitherto commonly 
followed in arriving at a price is to compute the 
value of the goodwill of an established undertaking 
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as being equal to some number of years' purchase of 
the average annual profits of past years. For this 
purpose the profits of past years are sometimes com¬ 
puted without allowing for the value of the owner's 
services, and also without allowing for interest at a 
normal rate on the capital invested. It is probable 
that this practice originally came to be adopted 
because it was found by common experience that a 
computation so made gave a rough and ready measure 
of the amount which purchasers, of more or less 
similar business connections, in the past, had been 
willing to pay. 

The usual process connected with the fixing of the 
price of goodwill would thus appear to involve a rule of 
thumb method rather than a conscious exercise in detail 
of the reasoning faculties, but, however that may be, 
it is quite clear that the value of goodwill, which has 
cost a sum equal in amount to the profits of the past 
three or five years, cannot properly be written off 
against the profits of the next following three or five 
years. The purchaser has, in fact, bought the right 
to an expected annuity for a longer term of future 
years, although he may have measured the value of 
this right as being equal to the amount of the profits 
for the last three or five years. 

In considering the accounting value of purchased 
goodwill, and its record and treatment in accounts, it 
is important, therefore, to keep m mind the nature of 
an annuity. The price of an annuity varies with the 
term of years and with the agreed rate of interest. 
In the case of all profit-seeking undertakings the term 
of years over which super-profit will continue to arise 
in the future is, of course, uncertain but limited, just 
as in the case of human life. It is, however, the 
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particular rate of interest required which determines 
the value of goodwill rather than the period of years 
over which the future super-profit is expected to arise, 
and it must be assumed that a suitable rate of interest, 
having regard to the nature of the risk and to the 
circumstances of each particular case, has been adopted 
in fixing the value of any goodwill. 

This rate of interest must obviously depend par¬ 
ticularly upon the degree of risk inherent to the trade 
or business concerned. The rate can, however, 
scarcely ever be less than 10 per cent per annum, 
even when applied to an obviously strictly fair and 
reasonable estimate of the amount of future super¬ 
profit, and when the business concerned is considered 
to be safe and secure. When, on the other hand, the 
enterprise is of a speculative nature, or the estimate of 
future super-profit is apparently extravagant in 
amount, the appropriate rate of interest may be as 
much as 20 per cent, or even more. 

If it be granted that, in computing the fair present 
value of goodwill, interest at a minimum rate of 10 
per cent per annum on the cost must be allowed for, 
it is obvious that the accounting value of purchased 
goodwill must diminish, and, in fact, it diminishes 
rapidly year by year, and consequently it should be 
gradually written off. Those who still allege that the 
cost of purchased goodwill may properly be carried 
forward as a permanent asset in the balance sheet 
of an undertaking should consider the fact that, 
allowing interest at 10 per cent per annum, no less 
than 95 per cent of the present value of a perpetuity 
will have expired by the end of thirty-one years 
from the date of purchase. It is obvious, of course, 
that commercial super-profit cannot arise in perpetuity. 
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As there is no such thing, then, as perpetual goodwill, 
the present custom adopted by limited liability com¬ 
panies of issuing share capital of fixed amount in per¬ 
manent form against the cost of purchased goodwill 
is a very undesirable one. Share capital, in permanent 
form, should not be issued by limited liability com¬ 
panies to provide for the payment for purchased 
goodwill. Failing the issue of redeemable preference 
shares under the provisions of Sect. 46 of the Companies 
Act, 1929, the difficulty might be overcome by issuing 
that part of the capital of a company which is required 
to pay for purchased goodwill in some form of deferred 
debentures, repayable by annual drawings in future 
years. Applicants for the share capital of the com¬ 
pany, represented by value other than goodwill, might 
in that case—subject to some better arrangement 
being made—be allotted a pro rata proportion of such 
debentures. It has already been shown in an illustra¬ 
tion given in Chapter III that the issue of share capital 
in a permanent form to pay for purchased goodwill 
results in unfairly encroaching upon the rights of 
future shareholders by taking away from them a large 
proportion of the earnings which may arise at any sub¬ 
sequent time out of the good work done by themselves, 
or their agents—the directors and managers. 

The cost of purchased goodwill may be written 
off within a limited period of years by regularly pro¬ 
viding an annual sum, even though this is not larger 
than 5 per cent of the amount of the expected annual 
super-profits. For instance, the cost of goodwill 
purchased on the basis of a thirty-one years' period, 
allowing interest at 10 per cent per annum, is £947-9 
for each £100 of expected future super-profit. In 
order to write off the whole cost of this by the end of 
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thirty-one years it is only necessary to apply a sum 
equal to 5*21 per cent of the expected future super¬ 
profit. The following tables show the different periods 
of years needed to write off the whole cost of goodwill 
when the value has been based on rates of interest of 
either 5, 10, or 20 per cent. Table A shows the approx¬ 
imate number of years required if a sum equal to 
about 5 per cent of the amount of the expected 
future super-profit is so applied, and Table B shows 
the approximate number of years required if about 
10 per cent thereof is so applied. 


TABLES SHOWING APPROXIMATE NUMBER OF 
YEARS REQUIRED TO WRITE OFF THE 
COST OF GOODWILL 

TABLE A 

When it is proposed to apply about 5% of the expected future 
annual super-proft 


Rate of 
interest 

, 

Cost of 
goodwill per 
£100 of 
super-profit 

Interest on 
cost available 
as dividend 

Amount to be 
written off, 
being balance 
of £100 

remaining after 
paving interest 
on cost 

Approximate 
number 
of years 

5% 

{ 1 

1898 03 

£ 

94-90 

£ 

5-10 

61 

10% 

947-90 

94-79 

5-21 

31 

20% 

472-99 

94-60 


16 


TABLE B 


When it ts proposed to apply about 10 % of th*> expected future 
annual super-profit 


Rate of 
interest 

Cost of 
goodwill per 
£100 of 
superprofit 

Interest on 
cost available 
as dividend 

Amount to be 
written off 
being balance 
of £100 

remaining after 
paying interest 
on cost 

; 

\pproxunatc 
number of 
years 

5% 

1798*10 

89-90 

£ 

10-10 

47 

10% 

898-47 

89-85 

10*15 

24 

20% 

453-29 

90-66 

9-34 

13 
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Suppose the case of a profit-seeking undertaking 
which has bought the manufacturing plant of a success¬ 
ful going-concern for £100,000, and the business con¬ 
nection for £85,000, this connection being, of course, 
estimated to yield a large annual super-profit. The 
actual amount of future super-profit is always unknown, 
but the profits of the past five years, though fluctuating, 
showed an increasing tendency and averaged £25,000 
per annum, after providing full remuneration for 
management, but before allowing for interest on 
capital invested. It is assumed that the agreement 
to pay the vendor £85,000 for the goodwill was arrived 
at after a full investigation of the position. 

It is also assumed that this is an undertaking of a 
nature which requires an ordinary trade-risk interest at 
the rate of 10 per cent per annum in order to attract, 
and retain unimpaired in value, the necessary capital. If 
this be so, and supposing that including working capital 
the amount of capital apart from goodwill is £150,000, 
then a future annual profit of £25,000 will be sufficient 
to yield £10,000 of super-profit. How much of this 
super-profit has been already allocated and paid in 
advance to the vendor in the price of £85,000, the cost 
of the goodwill? As the normal rate of interest on 
capital invested in the manufacturing plant and stock 
is 10 per cent per annum, it may be assumed that 
no less rate of interest can have been allowed for in 
arriving at the value of the goodwill, £85,000, because 
capital invested in goodwill is invested in that which 
is considerably less substantial than capital invested 
in manufacturing plant and stock. 

Assume, therefore, that the purchaser has taken 
good care, in computing the value of the goodwill, 
to provide for the retainer by him of a part of the 
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expected annual super-profit sufficient to provide 
10 per cent per annum on the balance outstanding 
from year to year of the purchase price, £85,000—or, 
to be exact, say £85,135. In that case he has paid in 
advance to the vendor sums equal approximately to 
the sums shown in the column headed “Vendor’s 
share’’ in the Table below— 


Year 

Estimated 

annua! 

super-profit 

Balance of 
accounting value 
of purchased 
goodwill at 
beginning 
of year. 

Purchaser’s 
share equal to 
10% per annum 
on the money 
remaining, 
invested in 
purchased 
goodwill 

Vendor’s share, 
equal to 
/10,000, less 
10% per annum 
on the balance 
of money 
advanced to him 
as price of 
goodwill 


t 

L 

L 

£ 

1 

io.ooo 

85,136 

8,514 

1,486 

2 

10,000 

83,649 

8,365 

1.635 

3 

10,000 

82,014 

8,201 

1,799 

4 

10,000 

80,215 

8,022 

1,978 

5 

10,000 

78,237 

7,824 

2,176 

6 1 

10,000 

76,061 

7,606 

2,394 

7 

10,000 

73,667 

7,367 

2,633 

8 1 

10,000 

71,034 

7,103 

2,897 

9 

10,000 

68,137 

6,814 

3,186 

10 

10,000 

64,951 

6,495 

3,505 

11 

10,000 

61,446 

6,145 

3,855 

12 

10,000 

57,590 

5,759 

4,241 

13 

10,000 

53,349 

5,335 

4,665 

14 

10,000 

48,684 

4,868 

5,132 

15 

10,000 

43,553 

4,355 

5,645 

16 

10,000 

37,908 

3,791 

6,209 

17 

10,000 

31,699 

3,170 

6,830 

18 

10,000 

24,868 

2,487 

7,513 

19 

10,000 

17,355 

1,735 

8,265 

20 

10,000 

9,091 

909 

9,091 


/200.000 


£1 14,865 

,£85,135 

_ ___ _ 

_*_1 


mmmmmmtat 

_ 


If, in this case, the future prospects of the business 
should improve at any time after the transfer, the 
exchangeable value of the goodwill at that time would 
no doubt be greater than £85,000. On the other 
hand, if the future prospects should deteriorate, the 
value of the goodwill would be less, and the value might 
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fall to little or nothing. But this profit-seeking under¬ 
taking, having made a bargain and paid to the vendor 
a share of the profits of future years, should set aside 
out of the profits of those years amounts equal to that 
share so paid in advance. 

A reference to the column headed " Balance of 
accounting value of purchased goodwill” will show 
that by the beginning of the eleventh year the account¬ 
ing value of the goodwill should appear in the books 
at the reduced amount of £61,446. Assuming that 
the £85,000 has been raised by the issue of some form 
of deferred security which can be gradually paid off, 
by annual drawings or otherwise, over the period 
of twenty years, the amount redeemed by the* end of 
ten years will be £23,689, leaving still outstanding a 
balance of £61,446 of the security so issued to raise 
the capital for the purchase of the goodwill. 

If, in the case of this assumed undertaking, the 
profits earned in the years following the purchase of 
the goodwill do in fact amount to not less than £25,000 
per annum, thus yielding not less than £10,000 per 
annum super-profit, the right method of gradually 
writing off the cost of the goodwill is plain enough, 
and no question of difficulty need arise. But supposing, 
on the other hand, that in the years following the 
purchase of ‘the goodwill the profits turn out to be 
considerably less than expected, it will be found in 
that case that all kinds of difficulties are likely to be 
met with by those who desire to lay down and carry 
out a sound financial policy. There are various plans 
which might be adopted, some being sounder than 
others. It is only possible here to outline one or two 
of these. 

Suppose that the profits—which were estimated as 
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likely to amount to £25,000 per annum in the future-** 
amount for the first five years, after the purchase of 
the goodwill, to the following sums— 


Year 

1 

2 

3 

4 

5 


L 

15,000 

20,000 

10,000 

30,000 

17,000 


What policy, or modified policy, should be adopted 
in writing off the goodwill during these years? It 
will be remembered that the capital, apart from good¬ 
will, is £150,000, and that the goodwill has cost £85,000. 

In that case, if the undertaking is carried on in the 
form of a limited liability company, the policy adopted 
might be as follows— 


Cost of goodwill ....... 

First year written off . 

because the profit of £15,000 is only sufficient to 
pay a dividend at the normal rate of 10% per annum 
on the £150,000 capital invested in the business 
apart from purchased goodwill. 

Second year, written off .... 

because the super-profit being only £5,000 (instead 
of the expected £10,000), the shareholders’ share 
can be no more than 5/10ths of 10% on £85,000 
** £4,250, leaving a balance of £750 to be written off 

Third year, written off. 

because the profit of £10,000 is less than sufficient 
to pay a dividend at the normal rate of 10% on the 
£150,000 capital invested in the business apart from 
purchased goodwill. 

Fourth year, written off .... 

because the super-profit being £15,000, the full 
shareholders’ share of 10% on £84,250, the amount 
remaining invested in the goodwill, has been earned, 
and leaves a balance of £6,575 to be written off. 

Fifth year, written off . 

because the super-profit being only £2,000, the 
shareholders’ share is only 2/10ths of 10% on 
£77,675 a* £1,553, leaving a balance of £447 to be 
written off 


£85,000 

Nil 


750 


84,250 

Nil 


6,575 


77,675 

447 


£77,228 
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If this method of writing off is adopted, the cost of 
the goodwill will have been reduced by the end of 
the fifth year from £85,000 to £77,228. On reference 
to the Table on page 84 it will be seen that—on the 
assumption that the £10,000 super-profit had been 
regularly earned in each of the five years and the 
proper proportion written off—the cost of the goodwill 
would then have been reduced by the beginning of 
the sixth year to £76,061. There has thus been 
written off a sum which is less than it should have been 
by £1,167; but the reason is that on the actual experi¬ 
ence of the first five years the expectations which were 
formed at the time the goodwill was purchased have not 
been fully realized. The more this question is studied 
the clearer it will be that there are a variety of methods 
available for adoption in writing off the cost of good¬ 
will. There ought to be general agreement that some 
method should, in each case, be laid down and system¬ 
atically followed. 

A stricter policy of writing off the cost of goodwill 
in the case of a limited liability company, when profits 
prove to be less than expected, might entail the 
adoption of a method which would result in allocating 
the profits of each year—first, in paying an agreed 
normal dividend on the capital invested in the 
business apart from purchased goodwill; second, in 
writing off the cost of goodwill to an amount necessary 
to reduce the balance of the accounting value of the 
purchased goodwill to the amount shown in the above 
Table in the column headed "Balance of accounting 
value"; third, in payment of a dividend at the 
agreed normal rate on the deferred security issued to 
provide the capital cost of the purchased goodwill; 
and fourth, in payment of a further dividend to the 
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several classes of shareholders in accordance with their 
rights. 

In that case the fluctuating profits for the first 
five years after the purchase of the goodwill, as set 
out in the previous illustration, would be dealt with 
as follows— 

Cost of goodwill ....... £85,000 

First year, written off . . . Nil 

because the profit of £15,000 is only sufficient to 
pay a dividend at the normal rate of 10% per 
annum on the £150,000 capital invested in the 
business apart from purchased goodwill. 

Second year, written off .... 3,000 

because out of the super-profit earned amounting 
to £5,000 there must be allocated under this scheme 
a sum of £3,000 to be written off the cost of goodwill 
in order to reduce the balance of accounting value 
of this at the beginning of the third year to £82,000 

(see Table above) - 

82,000 

Third year, written off . . . . . . Nil 

because the profit of £10,000 is less than sufficient 
to pay a dividend at the normal rate of 10% on the 
£150,000 capital invested in the business apart from 
purchased goodwill. 

Fourth year, written off .... 3,800 

because out of the super-profit earned amounting 
to £15,000 it is only necessary to allocate £3,800 to 
be written off the cost of goodwill in order to 
reduce the balance of accounting value at the 
beginning of the fifth year to £78,200 (see Table 

above), - 

78,200 

Fifth year, written off . . . . 2,000 

because the super-profit being only £2,000, it is 
necessary to allocate the whole of this to be written 
off the cost of goodwill. This reduces the balance 
to £76,200, but on reference to the above Table it 

will be seen that the balance of accounting value - 

at that date is only £76,061.£76,200 

If the supposed profit-seeking undertaking men¬ 
tioned above was carried on in the form of a private 
partnership it might be considered desirable to adopt 
a still more drastic method of writing off the cost of 
the purchased goodwill. The capital invested in the 
undertaking is supposed to be £150,000, apart from 
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purchased goodwill, and £85,000 was paid for the 
goodwill, together £235,000. Assuming, then, that the 
profits for the first five years after the purchase of the 
goodwill proved to be as shown in the second column 
below, these might be allocated year by year, first, to 
reduce the balance of accounting value of the pur¬ 
chased goodwill to the proper amount as shown in 
the above Table, and, second, for distribution among 
the partners as profits. 

In that case the annual profits would be dealt with 
as follows— 


Year 

Annual 

Written-off 
Goodwill 

Distribution among 
the Partners 


Profits 

as Profits 

1 

£15,000 

£1,500 

£13,500 

2 

20,000 

1,600 

18.400 

3 

10,000 

1,800 

8,200 

4 

30,000 

2,000 

28,000 

5 

17,000 

2,100 

14,900 



£9,000 

£83,000 


The total amount written off goodwill in the five 
years amounts to £9,000, thus reducing the balance 
of accounting value to £76,000, which, in round 
figures, is the amount shown in the above Table as 
the accounting value of the purchased goodwill at 
the beginning of the sixth year. 

The vast and constant extension of joint stock Needier 

J adoption of 

enterprise makes it increasingly desirable, for the 
protection of investors, that sounder and more adequate SJJJm 
rules of finance should be by common consent adopted 
in connection with the value of goodwill and its record 
and treatment in accounts. When the underlying 
principles relating to this matter are more widely under¬ 
stood and appreciated, a demand will inevitably arise 
that better, and more dependable, information shall 
be available for shareholders. As already explained 
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in this work the exchangeable value of goodwill 
depends upon the future prospects of earning super¬ 
profit, and these may at any time be estimated by 
having regard to all the known factors and to past 
events as guides to the future. The existing value 
of goodwill is not at all dependent upon whether 
or not there happens to appear, in the balance sheet 
of a profit-seeking undertaking, an asset under the 
head of goodwill. The value of commercial goodwill 
at any particular time depends solely upon the future 
prospects of the undertaking at that time. 

Information might well be available in the published 
balance sheets of profit-seeking undertakings showing— 
in the form of a note—the estimated value of the 
goodwill based on a continued earning of super-profit 
equal to, say, the average amount earned in recent 
years, discounted at a stated rate of interest. There 
is no reason why the annual balance sheet of every 
profit-seeking undertaking should not contain a note 
of this kind, stating that on an estimated . . . years 
annual super-profit of £. . . . , discounted at . . . .per 
cent, per annum, the present value of the goodwill is 
£. . . . being equal to £. . . . per share. Shareholders 
would then have some reasoned basis to assist them 
in forming an opinion as to the value of their shares. 
Shareholders might themselves adopt a higher, or a 
lower, estimate of future annual super-profit, or they 
might discount the amount at another rate of interest. 
At present the price at which a share is quoted on 
the market depends principally upon the amount of 
dividend paid, but this is often no true indication 
of the value of the share when regarded in the light 
of all the known factors affecting future probabilities. 

The question of the form of security which should 
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be issued by joint stock companies against that part 
Of the capital which is represented by nothing but 
goodwill is a difficult one. It is clear, however, that 
failing the issue of shares “no par value” or of merely 
nominal amount, i.e. of, say, Id. each, the shares to 
be issued should always be in a form which can be 
redeemed by drawings, as and when the means are 
available for redemption. Some form of preference 
shares or of deferred debentures might be devised if it 
is desired that the security should not carry a fixed 
rate of interest, as it is obvious that, whatever financial 
policy is adopted for writing off the goodwill, the 
amount of interest payable in any year on the out¬ 
standing balance of the security must depend upon the 
profits of that year. If the profits are less than suffi¬ 
cient to pay a normal rate of interest on the capital 
invested apart from goodwill, there can be no dividend 
properly available for the deferred debentures, or other 
form of security which has been issued against the cost 
of the purchased goodwill. 


Securities 
issued egatatf 
cost at 

goodwill 

should be in a 

redeemable 

form 



The two 
classes o! 
wasting 
assets 


CHAPTER VI 

ANNUAL INCOME TAX AND PURCHASED GOODWILL 

In considering the method of computing annual profits 
assessable to annual income tax, it is important to keep 
clearly in mind the fact that deduction cannot be al¬ 
lowed for expired capital outlay (depreciation) on that 
class of wasting assets which is represented by pur¬ 
chased goodwill, consisting of rights to the enjoyment 
of the profits of future years. There are two distinct 
classes of wasting assets represented respectively by— 

(а) Capital invested in the purchase of assets neces¬ 
sarily required to be wasted in seeking the profits of 
future years; 

(б) Capital invested in the purchase of rights to the 
enjoyment of the profits of future years. 

Wasting assets falling within the first-mentioned 
class are termed inherently wasting assets, and are 
always represented by some form of existing material 
or commodity necessarily required to be wasted when 
applied in seeking profits; assets falling within the last- 
mentioned class are represented by nothing but rights 
to profits, which may, or may not, arise in future years. 
If, and when, such profits do arise in future years, they 
must at that time be assessed to income tax, because 
income tax is a tax on profits, increase of value, or 
other advantage actually arising within each year, and 
it must be collected at the source. Thus the income tax 
on business profits must be collected on the profits as 
they arise year by year, from those in physical posses¬ 
sion of a business, without any regard to the fact that 
those persons may themselves have paid away part of 
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the profits in advance of their arising—as payment for 
goodwill to the founder of the business. And so also 
the income tax on the annual value of land, for instance, 
must be collected from a lessee in possession, although 
he, as the leaseholder, may have paid the rent under 
discount years in advance of its arising in the payment 
made to the lessor at the time the lease was granted. 

In computing annual profits for income tax purposes 
deduction should be allowed from revenue in respect 
of the annual waste of all inherently wasting assets. 
Wasting assets of this character include— 

(a) Industrial plant. 

(b) Natural raw materials, including coal, minerals, 
stone, gravel, earths, oil, nitrate, and, when intended 
for sale, land. 

(c) Shaft sinking and development undertaken to 
obtain access to all such raw materials. 

(d) Purchased life and other terminable annuities. 
In all the above cases annual profit is dependent on— 
because it cannot arise without—the employment and 
gradual waste of the inherently wasting assets, and 
therefore the annual profit ceases when these have been 
exhausted. 

As stated above, all inherently wasting assets are 
represented by some form of existing material or com¬ 
modity, necessarily required to be wasted when applied 
or dedicated to the purpose of seeking profits. This is 
as true in the case of a purchased annuity as it is in the 
case of industrial plant, but this important fact is not 
very plain at first sight. In order to make clear the 
distinction between the two classes of wasting assets it 
seems desirable to consider the matter in some detail. 
It may appear at first sight that a purchased annuity 
is a wasting asset which has more points of resemblance 
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to a lease of land, for instance, than to anything in the 
nature of material or commodity, but this is not so. 
Both annuity and lease are concerned with the future 
receipt of money or money's worth, but otherwise they 
are very different in character. 

In order to illustrate the fundamental difference 
between the two classes of wasting assets, suppose that 
A and B are each possessed of the sum of £272*32 in 
money on a gold basis. Money on a gold basis is, of 
course, a commodity, and as such at any given time 
forms part of the world’s stock of existing wealth. In 
order to emphasize the fact that true money has full 
commodity character, suppose that A and B have each 
a pile of gold sovereigns, each pile amounting to £272-32. 

Suppose, further, that A elects to exchange his money, 
amounting to £272-32, for the purchase of an annuity, 
on a basis which will yield him 5 per cent per annum 
thereon, and so entitle him to receive £100 at the end of 
each of the next three years. B, on the other hand, 
exchanges his £272-32 for the purchase of a lease of land 
for three years, the value of the land being £100 per 
annum. This will entitle B to the use of land, worth 
£100 per annum, for a period of three years. Thus B’s 
investment will also yield him interest at the rate of 
5 per cent per annum. 

The nature of the investment, for which £272*32 has 
been exchanged in each case, will be clearer by reference 
to the table on page 95. 

The capital, consisting originally of the two piles of 
gold sovereigns, must be kept intact during the three 
years, but assuming a yield of 5 per cent per annum, 
the annual income arising on each £272-32 will in the 
meantime be £13-62, which sum may be spent and 
consumed each year by A and B respectively, without 
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PRESENT VALUE OF £100 PER ANNUM FOR THREE YEARS 
Allowing Interest at 5% on Unexpired Capital Outlay 




Allocation between 
capital and income 



Present 

1st 

2nd 

3rd 

Annual 


value 

£100 

£100 

£100 

instalment 

Instalment due at 

9^24 

£ 

£ 

£ 

£ 

end of 1st year 
Instalment due at 

4-76 


— 

100 


end of 2nd year 
Instalment due at 

90-70 

4-54 

4-76 

— 

100 

end of 3rd year 

86-38 

4-32 

4-54 

4-76 

100 


£272-32 £300 


Interest (income) 

13-62 

9-30 

4-76 = 

= 27-68 

Capital . 

. 86-38 

90-70 

95-24 

= 272-32 


£100 

£100 

£100 

£300 


diminishing the capital. Let us see, then, how A and 
B must each manage his different investment in order 
to secure that he shall spend and consume the annual 
income of £13-62, and shall also have his pile of gold 
sovereigns remaining intact at the end of the three 
years. 

A, who has exchanged his £272-32 for an annuity, 
must apply the proceeds of that annuity as follows— 




To spend 

as income 

From simple interest 



To replace 

From 

earned on 

Total 


capital 

annuity 

replaced capital 

income 

1 st year 

. 86-38 

13-62 

— 

13-62 

2nd year 

90-70 

9-30 

5% on £86-38.4-32 

13-62 

3rd year 

. 95*24 

£272-32 

4-76 

5% on £177-08: 8-86 

13-62 


At the end of the three years A will have replaced his 
capital of £272-32, which will thus still remain intact, 
and he will have spent and consumed the income of 
£13*62 per annum. The grantor of the annuity may, 
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of course, during the three years himself have made a 
further profit by earning interest greater than the 5 per 
cent per annum allowed by him to A in fixing the 
purchase price of the annuity, but this is not material 
to the argument. 

B, who has purchased a lease of land having an 
annual value of £100, covering a period of three years, 
may perhaps let the land at an annual rent greater 
than £100 per annum, but for present purposes it is 
assumed that B lets the land to another person at a 
rent of £100 per annum. B must then set aside to 
replace his capital, out of the annual amounts of £100 
which he receives, the same amounts as shown above 
in the case of A. B will also, at the end of the three 
years, have recovered the whole of his capital and in 
the meantime he will have spent and consumed the 
annual income of £13-62 which represents his profit, 
and is all that he is entitled to spend. If B himself 
occupies the land, he consumes the annual value, and 
must set aside similar sums each year to replace his 
capital, and the balance, together with the simple 
interest earned on replaced -capital, as shown above, 
will represent his annual income. 

And in the meantime what is the position of the 
lessor who received from B, at the time the lease was 
granted, a transfer of capital represented by a pile of 
gold amounting to £272-32 ? The lessor, beingthe owner 
of the land out of which an annual value of £100 arises, 
is obviously entitled to spend and consume that amount 
each year, and supposing that in the meantime he 
invests, as shown above, at 5 per cent interest, the 
capital in his hands not yet translated into income, he 
will obtain the full income of £100 a year from the 
following sources. 
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Capital in lessor’s hands 
which becomes gradually 
translated into 
income 

Interest at 5% on 
capital remaining in 
lessor’s hands 

Total 

1st year . 

i 

86-38 

y 5% on £272-32 
• ) s 5% on £185*94 

l 

13*62 

£ 

100 

2nd year . 

90*70 

9*30 

100 

3rd year . 

95*24. 

) 5% on £95*24 

4*76 

100 


Thus the capital originally transferred by B to the 
lessor has become gradually translated in the lessor’s 
hands into income, and thereupon has been properly 
spent and consumed by the lessor. A and B have also 
spent their incomes, and each has his capital, or pile of 
gold sovereigns, still remaining intact. 

The whole income arising out of the annuity in which ^^ga* 81 *** 
A invested his money amounts to only £27*68 over the 
period of three years, whereas the income arising out of 
the land amounts to £300 over the period. It will be 
observed that B, in purchasing a lease of land, did not 
invest his money in a form entitling him to repayment 
of the capital by the lessor, but entitling him only to 
a future income of £100 per annum, out of which he 
must set aside, to replace his capital, sums equal to the 
proportion of that income from land belonging to the 
lessor, which B has already advanced to the lessor in 
the cost of the lease. 

It is true, therefore, to state that all inherently 
wasting assets, including purchased annuities, are repre* 
sented by some form of existing material or commodity. 

In the case of a purchased annuity the commodity is 
in the form of money. A lease of land, on the other 
hand, is not an inherently wasting asset, and is not 
represented by any form of existing material or com¬ 
modity. Thus the exchangeable value of an annuity, 
at any time, is represented wholly by capital, and the 
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exchangeable value of a lease of land, at any time, is 
represented wholly by a right to the enjoyment of 
annual value to arise in the future. The same conditions 
which apply to a lease of land apply also to all other 
non-material wasting assets, including purchased ter¬ 
minable concessions, copyrights, patent rights, goodwill, 
and trade marks. 

An annual income tax should be assessed only on 
the balance of an annuity after deducting the capital 
element, because the annuitant must replace the capital 
cost out of the annuity, spending only the income, as 
otherwise more than the annual income will have been 
spent. British income tax is at present wrongly 
assessed upon the whole amount of an annuity. In 
the case of a lease of land, although the lessee must 
refund to himself sums equal to the capital cost out 
of the annual value of the land, yet the lessor may 
spend similar sums out of the consideration paid to 
him for the lease without causing more than the annual 
income to have been spent. Thus an annual income 
tax is properly assessable upon the whole net annual 
value arising out of land, whether the land is in the 
occupation of the actual owner or of a lessee or tenant. 
iSST£ t £tied Income tax must be levied periodically on profits at 
5eyw*t£y the source as they arise from property, professions, 
«e*Miiy«nte trades, and offices, notwithstanding the common prac¬ 
tice for the owner of a particular source from which 
profits arise, such as either land, buildings, copyrights, 
patent rights, or other business undertaking, to sell or 
dispose of his personal interest in that source to another 
party either absolutely or for a term of years. The 
original owner receives in one sum the agreed present 
value of the future annual income. The amount is 
paid to him in advance of the years in which the future 
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profits are expected to arise, and the payment is there¬ 
fore made under discount. In fixing the purchase price 
allowance should always be made to the purchaser not 
only for the annual discount, but also for the estimated 
future liability drifted on to him to pay income tax. 

The new owner enters into possession of the particular 
source of profits arising, and while in possession he is 
liable to pay income tax annually thereon. He may, 
in his turn, at any time sell his interest either absolutely 
or for a term of years to a third party, and so on 
indefinitely. It is obvious that those responsible for 
assessing and collecting income tax could not under¬ 
take to follow the ever-changing interests and equities 
of individuals in sources of taxable annual profits 
back into the hands of the original owner. The Inland 
Revenue authorities must assess annually at the source 
the annual profits arising, and collect the tax annually 
from the individual in possession of that source. The 
individual in possession of a source of profits must be 
assumed to have made all necessary adjustments with 
other parties in regard to future liability to income tax, 
at the time those other parties received the sums of 
money representing the then-value of the pure annual 
profits expected to arise in future years. 

Depreciation, or expired capital outlay, which is not 
allowable as a deduction in assessing profits to an 
annual income tax, is, therefore, that which takes place 
only in the hands of the individual owner, arising out 
of the fact that he has purchased the future income 
from another man. Clearly such depreciation is some¬ 
thing quite different from depreciation of inherently 
wasting assets arising out of, and necessarily incidental 
to, the earning of future annual profits. The inadmis¬ 
sible claim to an allowance in respect of wasting assets 
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which are not inherently wasting assets arises simply 
out of the fact that the ownership of the source of profit 
has been transferred, by purchase, from one individual 
to another. There is no equitable ground for claiming 
allowance on this account, because such transfer from 
one to another does not of itself impair the annual 
value, or profit-earning capacity, which must in all 
cases be taxed, in one sum, at the source as it arises 
annually. 

The purchase for a lump sum of the right to the 
profits which may arise in future years from the work 
of the author (represented by copyrights), or from the 
work of the inventor (represented by patent rights), or 
from the work of the industrial and business organizer 
(represented by legal goodwill) does not diminish these 
future profits. What has happened is that the original 
owner, or creator of the source, has himself anticipated 
the receipt and enjoyment of those taxable profits, by 
assigning to others for valuable consideration his right 
to receive them, if and when they arise. 

In these cases the charging of income tax on the full 
income, or profit, arising each year may seem at first 
sight to bear unjustly upon those who have invested 
their capital in the purchase of temporary rights of 
this description unless, in fixing the purchase price, 
due allowance has been specifically made to the pur¬ 
chaser for the future liability shifted on to him to pay 
income tax. No doubt it may be argued that, although 
the tax must be paid, it falls on the wrong shoulders, 
but until some practical means can be found to charge 
with income tax those who have received expected 
future taxable profit in advance of the year of its 
arising, there seems to be no remedy. 

But deduction of depreciation or expired capital 
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outlay on wasting assets, other than inherently wasting 
assets, should be allowed, in computing annual profits 
for assessment to income tax, whenever, and to the 
extent that, the vendor would not have been subject 
to British income tax if the source of income had 
remained in his hands. An instance of such an excep¬ 
tion is capital invested in the purchase of a terminable 
concession outside the United Kingdom. In such a 
case the original owner of the source of the future 
annual profit would not have been subject to British 
income tax, and, therefore, the expired capital outlay 
necessary to be refunded out of the revenue receipts, 
before any annual profit can be earned by the purchaser 
domiciled in the United Kingdom, should be allowed 
as a deduction from revenue receipts in assessing 
British income tax. The assessment to British income 
tax of the whole of the annual profits arising from such 
a foreign concession tends to restrict, and sometimes 
even to prohibit, as between a foreigner and a British 
subject, all transfer business of this nature, which is, of 
course, always open to the bids of other purchasers in 
all countries of the world. 

The reason for distinguishing between a British 
vendor and a foreign vendor is, thus, that the present 
value of goodwill belonging to a British vendor is a 
right to future profits, which profits will be assessable 
to British income tax as and when they arise in future 
years, while the present value of goodwill belonging to 
a foreign vendor is a right to future profits which would 
not be assessable to British income tax, unless that 
right had been transferred to a purchaser domiciled in 
the United Kingdom, While profits arising outside the 
jurisdiction of the British income tax continue to be 
taxed, the effect is to tax persons domiciled here on 
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amounts, including profits, which have come into the 
hands of foreigners. Such a practice prevents persons 
domiciled in the United Kingdom from having an equal 
chance with persons in other countries of the world to 
purchase the rights to those future profits arising out¬ 
side the United Kingdom. 



CHAPTER VII 

PtJBUC COMPANY PROSPECTUS AND OTHER PITFALLS 

It is difficult, even for the practical man of business, 
to judge from the information contained in a public 
company prospectus of the merits of an offer to sub¬ 
scribe for shares in a profit-seeking undertaking. This 
difficulty arises from various causes. There is the 
difficulty of knowing the value basis which has been 
adopted in valuing the assets of the undertaking. Does 
the value placed upon these assets include any and 
what sum for goodwill? Another difficulty is to esti¬ 
mate correctly the real effect upon the particular class 
of shares offered for subscription of the rights which 
may attach to other classes of shares. It sometimes 
happens that innocent-looking issues of deferred shares 
"no par value" as used in America and elsewhere, 
or of nominal value Is. each, amounting perhaps in 
all to no more than £100 of nominal capital, carry 
in either case the right to a large part of the profits of 
the undertaking after a small fixed dividend has been 
paid on the other class of shares. In either case a state¬ 
ment may be contained in the prospectus that nothing 
is being paid for goodwill, or that the amount paid for 
goodwill is the nominal amount of the deferred shares. 
Such statements may be made in all good faith, but 
nevertheless they are not in accordance with fact, 
because such deferred shares carry the right to future 
super-profit, out of which alone the value of goodwill 
arises. 

In considering the merits of a prospectus caution is 
always desirable, even in the absence of deferred shares 
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" no par value ” or of low nominal value, and even when 
there is a statement of the effect that no payment is to 
be made for goodwill. In estimating the value of 
industrial undertakings, such as mills and factories, 
for the purpose of sale and transfer to a company, it 
is a common practice to obtain a certificate from a firm 
of valuers drawn in a form which states that the value 
of the land, buildings, plant, and stock 4 'as a going- 
concern” is £... . This certificate is usually printed 
in the body of the prospectus, and it may be specifically 
stated in the prospectus that "nothing is paid for good¬ 
will.’ ’ It is clear, however, that valuations drawn in 
this form must often include large sums over and above 
the "then-value”—a term explained below—of the 
plant, and such additional amounts are represented by 
nothing but goodwill. This form of certificate of value, 
therefore, should be accepted with caution by a dis¬ 
criminating purchaser or investor. 

The object of a valuation, made at the time of a 
proposed sale of a commercial enterprise to a public 
company, is to give the purchasers—represented by 
applicants for shares—information sufficient in detail to 
enable them to judge, on good authority, of the nature 
and attractiveness of the offer. It is quite impossible 
to form a fair opinion as to the value of an undertaking 
unless adequate details of the assets are available. 
The valuation certificate of a profit-seeking enterprise 
should, therefore, always state separately the values of— 

(a) Freehold Land; 

(b) Buildings and Plant; 

(c) Goodwill, Patents, Trade Marks, etc. 

Freehold land is not a wasting asset. Buildings and 
plant are wasting assets which are necessarily required 
to be used, and will be gradually wasted, in seeking 
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the profits, of future years. Goodwill, patents, trade 
marks, etc., are wasting assets represented by rights 
growing out of past endeavour in seeking profit, the 
present value of which—being based on expected future 
super-profit—must diminish as the future super-profit 
is received. A prospectus, therefore, which lumps these 
different classes of value together is unsatisfactory. 

The common commercial view of the economic value 
to a going-concern of plant in use (including mills, 
factories, and all kinds of machinery) is that the value 
is based upon the unexpired capital outlay on that 
plant computed by deducting from the cost—less 
estimated residual value—an equal annual instalment 
of the cost in respect of each year of the estimated 
efficient life which has expired. This is called the 
“ going-concern ” value. In selling to a company, or 
individual, the proper basis of value of plant is the so 
ascertained ‘‘going-concern” value, adjusted in respect 
of subsequent fluctuations in the cost of material and 
labour, as bearing upon the possible price of new plant. 
This so adjusted value is called the “then-value,” 
and will be found very fully discussed in the several 
arbitration proceedings in the well-known Tramways 
and National Telephone cases. 

To what extent is the value of goodwill sometimes 
inadvertently included in valuations made at the time 
of the proposed sale of a profit-seeking undertaking to 
a company ? It is not possible to answer this question 
with any degree of precision, because of the absence of 
any generally accepted basis of valuing plant when 
selling an undertaking as a going-concern. The answer, 
in any particular case, would probably depend largely 
on the personal view taken by the valuer in each case. 
The words “value” and “valuation” are, of course, 


“Then-value ” 
of plant 


To what 
extent is the 
value of 
goodwill 
included in 
plant 

valuations? 



106 


COMMERCIAL GOODWILL 


Illustration of 
goodwill 
included in 
plant 
valuation 


quite properly used to express the present exchangeable 
value of any particular kind of property. But while, 
for the purpose of a going-concern, the "going-concern " 
value of each class of plant is the right basis of value, 
for the purposes of a sale to a company the " then-value " 
of each class of plant should be adopted and strictly 
adhered to. Both the "going-concern" value and the 
"then-value" are based strictly on cost, the "then- 
value" being, as previously explained, the unexpired 
original cost adjusted to present cost. Both these 
methods involve the taking of actual inventories of 
existing plant, and the values, being thus based on cost, 
should not be in any way affected by the question of 
whether the undertaking is earning a small or a large 
profit. Thus the valuation of plant should be made 
without any regard to future profit prospects or the 
estimated amount of future earnings. 

As an illustration of the inclusion, in the value of 
plant, of value in the nature of goodwill, take the case 
of an industrial undertaking which is to be sold to 
a company. Suppose that suitable records have been 
kept, in a register of wasting assets, and it is known 
that the going-concern value of the plant is £50,000, 
and suppose it is computed that there has been an 
average rise in the cost of materials and labour of 50 
per cent since the plant was installed. The then-value 
of the existing plant in this case would be £50,000 
plus an addition of 50 per cent thereon, amounting 
to £75,000. Now, if the annual profits of the under¬ 
taking averaged, say, £10,000, being 10 per cent on 
the capital of, say, £100,(XX), is it not more likely that 
the value of the plant "as a going-concern" would be 
stated in the valuers' certificate at £75,000—and no 
more—than if the undertaking was earning an average 
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annual profit of £20,000? In the latter case the value 
of the plant “as a going-concern ” might well be estim¬ 
ated at, say, £100,000, which it might, perhaps, actually 
cost to replace, and it might, at the same time, be stated 
in perfect good faith that nothing is paid for goodwill, 
although the valuation includes a sum of £25,000 over 
and above the “then-value” of the plant, which— 
fairly stated—is in fact represented by nothing but 
goodwill. And again, suppose the undertaking was 
earning £40,000 a year, might not the value of the plant 
“as a going-concern” be certified at even more than 
£100,000? 

Thus it seems that there are three distinct methods p™ ***»«« 

bates of plant 

or bases in common use for valuing industrial plant. 

The first method may be defined as the "going-concern 
cost-basis value." This (—or the "then-value") is the 
value at which industrial plant should always be car¬ 
ried in the accounts of a going-concern. It is based 
upon the unexpired capital outlay on that plant (viz. 
cost), computed by deducting from cost, less estimated 
scrap value, an equal annual instalment in respect of 
each year of the estimated efficient life which has 
expired. The second method of plant valuation is 
the "then-value," which is, as already explained, the 
"going-concern cost-basis value," adjusted in respect 
of subsequent fluctuations in the cost of material and 
labour, as bearing upon the possible price of new plant. 

This is the basis which gives the true value of industrial 
plant for the purpose of transfer as a going-concern 
from a seller to a purchaser. It is the basis recognized 
in the Tramways and National Telephone arbitration 
cases. The " then-value " method is based strictly upon 
cost, and has no regard whatever to the amount of 
profits which the undertaking may be earning, or likely 
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to earn. The third method of valuation may be defined 
as the "going-concern profits-basis value." In valuing 
industrial plant on this basis it is natural and inevitable 
that some regard is had to the degree of success enjoyed 
and likely to be enjoyed by the undertaking. The 
future prospects of the undertaking are taken into 
account, and thus the value of goodwill is, to some 
extent, reflected in a valuation made on this basis as 
suggested in the above illustration. 

All profit-seeking undertakings using any class of 
industrial plant should keep suitable accounting 
records in the form of a register of wasting assets, to 
enable annual expired capital outlay to be calculated 
on a settled basis, and deducted each year from the 
cost of each class of plant. A convenient form of 
register of plant 1 is a loose-leaf book of suitable size, 
having a page, which can be followed by others when 
required, known as "Class Record/' allotted to each 
class of industrial plant. Each page is ruled with 
twelve separate decimal cash columns, one column for 
each year. Each page should be headed with a descrip¬ 
tion of a particular class of the industrial plant, its 
declared length of life in years, and its scrap value. 
Each year’s capital outlay on each class of plant is 
recorded, at the end of the year, in total in the appro¬ 
priate column. The register also contains ruled sheets 
known as "Class Summary" and "Annual General 
Summary." The Annual General Summary is also writ¬ 
ten up once a year, and shows in one sum the amount 
to be written off the balance of the Plant Account in 
the financial books, and charged to the annual Profit 
and Loss Account as expired capital outlay. 


1 Leake's Register of Industrial Plant for the Measurement of 
Depreciation is published by Messrs Gee & Co (Publishers) Limited, 
27-28 Basinghall Street, London, E C.2. 
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If it became customary for a record of this nature to 
be kept by industrial undertakings this would enable 
annual profits to be computed with much greater 
accuracy than is the case at present. Annual deprecia¬ 
tion would be measured and recorded on a proper 
system, based on a settled and continuous financial 
policy. There would always be a permanent record 
available showing the classification of all capital outlay 
on industrial plant, and a direct connection would be 
maintained between the existing plant and the going- 
concern value of that plant, as shown in the financial 
books and in the annual balance sheet of the under¬ 
taking. Many years’ history of any number of different 
classes of industrial plant can be recorded in a register 
of this kind without any confusion. The whole subject 
is fully discussed and illustrated in the author’s work 
on Depreciation and Wasting Assets, published by Sir 
Isaac Pitman & Sons, Ltd. 

When considering any class of values expressed in 
terms of money there is another point which should 
not be overlooked. Money is, of course, a commodity, 
and, prior to the commencement of the Great War in 
August, 1914, was freely interchangeable with gold 
coin and bullion, and possessed full commodity- 
character. Owing to the necessary temporary abandon¬ 
ment at the outbreak of war of the gold standard, 
the currency which had to do duty for money in such 
circumstances did not possess full commodity-character. 
Thus, for the time being, such currency was not com¬ 
parable with real money—which is in fact a commodity. 
Exchangeable value expressed in terms of money 
possessing full commodity-character is a true measure 
of wealth or capital, but this is not so when exchange¬ 
able value is expressed in terms of currency which does 
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not possess full commcKiity-character. These facts 
should not be overlooked by investors, because they 
have a direct bearing upon values. The existence of a 
condition of general inflation cannot be permanent, 
because the gold standard basis of value is the only 
automatically honest monetary basis. Unfortunately, 
the elimination of inflation is a slow and painful process 
which cannot be immediately brought about by a 
nominal return to the gold standard basis of value. 
But these subjects are outside the scope of this 
work. 

It often happens that the shares offered to the public 
for subscription in cash are in the form of fixed dividend 
or limited participation, preference shares, and that 
the consideration payable to the vendors is in the form 
of ordinary shares to be issued to the vendors as fully 
paid. These ordinary shares may be entitled to take 
the whole of that part of the profits available for 
dividend which remains, in any year, after providing 
the dividend on the preference shares. A more com¬ 
mon plan is to offer shares for subscription in the form 
of participating preference shares. This means that 
after payment of, say, 1\ per cent on these partici¬ 
pating preference shares, a dividend at the same rate 
is payable to the holders of the ordinary shares, and any 
balance of the annual profits, available for dividend, 
is divisible in some stated proportions as further 
dividend between the holders of the participating 
preference and the holders of the ordinary shares. 
The participating preference shares may be entitled 
to a further dividend, limited to, say, an additional 
7 h per cent, making a total dividend of 15 per cent. 
In that case the whole of the remainder of the annual 
profits available for dividend is usually to be applied 
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in payment of a further dividend to the holders of the 
ordinary shares. 

In some cases the financial scheme embodied in a 
prospectus provides for the issue to the vendors of 
what are sometimes called "founders’ shares," of the 
nominal value of, perhaps, Is. each, but the holders 
of such shares may be entitled to take the whole 
balance of the annual profits available for dividend 
remaining after the payment of the limited dividend 
due to the holders of the preference shares. Such 
shares are also called “deferred shares” and some¬ 
times "ordinary shares”; and they may be shares 
of any denomination. But suppose the shares are 
of the nominal value of Is. each, then 100,000 shares 
will amount to only £5,000—an apparently insigni¬ 
ficant and unimportant sum. If, according to the 
prospectus, the vendor is selling the goodwill, contracts, 
patents, and manufacturing rights of a prosperous 
profit-seeking undertaking for shares of the nominal 
value of £5,000, the price may appear to be extremely 
small. But everything depends not upon the nominal 
value of the shares, but upon the proportion of the 
future annual profits to which those shares are entitled. 

Take the case of a prospectus offering an issue of pre¬ 
ference shares—in a form which is somewhat common. 
The prospectus may include the following statements— 

PROSPECTUS 

This company has been formed to acquire the free¬ 
hold lands and works, plant, machinery, patent rights, 
and other assets for the purpose of manufacturing 
the well-known Ajax car, and with the object of 
raising the necessary capital to enable the company 
to execute the orders now in hand. 
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Share Capital. £ 280,000 

Divided into - 

275,000 8% Cumulative Participating 

Preference Shares of £1 each . . . 275,000 

100,000 Ordinary Shares of Is. . . 5,000 

£280,000 

The preference shares carry a cumulative preferential 
dividend of 8 per cent per annum and the right to 
participate in any surplus profit, available for dividend 
in each year, to the extent of 20 per cent of such 
surplus profit, the balance being payable to the holders 
of the ordinary shares. 

The preference shares are also entitled on a winding- 
up to payment off of capital paid up and arrears of 
cumulative dividend, whether declared or not, up to 
the commencement of the winding-up in priority to 
the ordinary shares, and, after payment off of the 
capital paid up on the ordinary shares, to one-fifth 
of the remaining surplus assets. 

Present issue— 

250,000 8 per cent Cumulative Participating Pre¬ 
ference Shares of £1 each are offered for subscription 
at par. 

Purchase 

The purchase consideration is £30,000, consisting 
of £25,000 payable in fully paid preference shares in 
respect of the freehold lands, works, plant, and 
machinery and loose tools, and £5,000 in fully paid 
Is. shares for the goodwill, contracts, patents, and 
manufacturing rights for Great Britain and the colonies. 
The freehold property with fixtures, plant and machin¬ 
ery are valued by a firm of valuers at £25,000. 

Estimated Profits 

An estimate of expected future profits is usually 
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included in such a prospectus, but this is sometimes 
framed in a loose and unconvincing way as follows— 
The annual profits, estimated on the basis of an 
output of 200 cars per week, should amount to 
£ 200 , 000 . 

To the uninitiated, however, this may appear to be 
a remarkably attractive offer. The vendor may seem 
at first sight to be selling the goodwill for £5,000. 
But what are the facts? The public are invited to 
subscribe capital to the extent of £250,000 in cash to 
enable the company to execute orders for cars now 
in hand, and expected to be received in the future 
to an extent sufficient to secure an output at the rate 
of 200 cars per week, on which an annual profit of 
£200,000 is expected to arise. There is obviously great 
risk as to whether this expected output and future 
annual profit can be secured. If the company is not 
a success, the preference shareholders may lose all, 
or part of, their capital. The preference shareholders 
take all the risk. 

But supposing that the company is successful, and 
that annual profits of £200,000 are actually realized, 
how will they be divided ? It is clear that in this case 
the greater part of the annual profits will go into 
the pockets of the vendors, the £200,000 being divisible 
as follows— 

Dividend of 8% on 275,000 Preference £ 

Shares ...... 22,000 

20% of £178,000, the surplus profit available 
for dividend (equal to 13*3%) . 35,600 

Balance of surplus profit payable to holders 
of Ordinary Shares .... 142,400 

£200,000 

Thus the preference shares would receive a dividend 
at the rate of 21-3 per cent per annum. 



114 


COMMERCIAL GOODWILL 


n_ m -j 

rrararrea 
shares ranking 
between 
debentures 
and deferred 
shares 


And while the vendors appear to be receiving 
only £5,000 for the goodwill, they are really getting 
that which entitles them to take the whole balance of 
surplus profit, estimated to amount to £142,400 per 
annum. The present value of £142,400 per annum, 
on the basis of an annuity over a period even as short 
as five years, and discounted at 20 per cent per annum, 
amounts to £426,000. It is obvious then in this case 
either that the consideration payable to the vendors 
is very excessive or that the future annual profits 
are grossly over-estimated, and, therefore, the offer 
to the public of participating preference shares on 
such terms will be disregarded by the discriminating 
investor. 

Another case may be taken of a prospectus offering 
simultaneously issues of first mortgage debenture 
stock, and of participating preferred shares. This is a 
particularly unattractive position for investors. The 
prospectus may include the following statements— 

PROSPECTUS 

The ‘company has been formed to acquire the- free¬ 
hold site of the St. Martin’s Hotel, London, together 
with the buildings erected thereon. It is intended to 
reconstruct the building so as to provide a high-class 
picture theatre, a restaurant, cafe, shops and offices. 

Share Capital, £250,000. 

200,000 8% Participating Preferred Shares 
of £1 each. 200,000 

1,000,000 Deferred Shares of Is. each . 50,000 

- 250,000 

130,000 7% First Mortgage Debenture Stock 130,000 

£380,000 

The debenture stock will be secured by a Trust Deed 
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constituting a mortgage on the company’s freehold 
property and fixed plant, and a first floating charge 
on all the assets except uncalled capital. 

The participating preferred shares shall confer 
on the holders the right to a fixed cumulative pre¬ 
ferential dividend at the rate of 8 per cent per annum, 
and the right to 25 per cent of the surplus profits 
available for dividend in any year after the deferred 
shares shall have received a dividend of 8 per cent 
per annum on the capital paid up thereon. 

Applicants for the participating preferred shares 
are entitled to apply for and have allotted to them one 
deferred share for every two participating preferred 
shares. 

Present Issue 

130,000 7 per cent first mortgage debenture stock 
at par. 

200,000 8 per cent participating preferred shares of 
£1 each at par. 

100,000 deferred shares of Is. each at par. 

Purchase Price 

The purchase consideration is £191,000, consisting 
of £146,000 in cash, and £45,000 in 900,000 deferred 
shares of Is. each. 

Estimated Profits 

An estimate of the annual profits has been carefully 
prepared by two of the directors and amounts to 
£114,875. 

In this case the freehold property of the company 
is specifically mortgaged to secure the issue of the 
7 per cent debenture stock, which is further protected 
by a first floating charge on all the assets of the 

i 
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company. It is plain, therefore, that those who are 
invited to subscribe £200,000 for the participating 
preferred shares have little or no security, unless the 
company should prove successful. According to the 
estimate of profits prepared by two of the directors, 
the company is likely to be phenomenally successful. 
The point to be considered by intending subscribers 
is whether the terms of the offer are such as to give 
them reasonable security and a reasonable share of 
the future profits. It is a matter of common know¬ 
ledge that undertakings of this nature are some¬ 
times very successful for a few years and then, owing 
to competition or to change of taste on the part of 
the public, the profits may rapidly decrease and ulti¬ 
mately disappear altogether. In such circumstances 
the mere right to a fixed preferential dividend of 
8 per cent would be of very little advantage to the 
holders of the participating preferred shares. In view 
of the existence of the mortgage debenture stock, it 
is probable that, in the event of failure and a winding- 
up, the holders of the participating preferred shares 
might lose their capital. 

In order to discover whether the proposed division 
of the future profits is, in these circumstances, a fair 
one, let it be assumed that the company actually 
earns future annual profits equal to the amount of the 
estimate stated in the prospectus. In that case the 
profits would be divisible between the parties as shown 
on the following page. 

The present value of £59,810 per annum, on the 
basis of an annuity of £59,810 over a period of ten 
years (and a shorter period can scarcely be taken 
having regard to the nature of the enterprise), dis¬ 
counted at 20 per cent per annum, amounts to more 
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Debenture Holders— 

Interest at 7% on 130,000 Debentures 
Sinking fund on same .... 

Public Shareholders— 

8% dividend on 200,000 Participating 
Preferred Shares ..... 
8% dividend on 100,000 Deferred Shares of 
Is. each, subscribed for by holders of 
Participating Preferred Shares 
jfoth of 75% of £83,275 surplus profits after 
payment of 8% on each class of shares 
25% of £83,275 surplus profits after pay¬ 
ment of 8% on each class of shares . 

Vendor Shareholders— 

8% dividend on 900,000 Deferred Shares of 
Is. each ...... 

j^ths of 75% of £83,275 surplus profits 
after payment of 8% on each class of 
shares ....... 


L 

9,100 

2,500 


£ 

11,600 


16,000 

400 

6,245 

20,820 

- 43,465 


3,600 

56,210 

- 59,810 


£114,875 


than £250,000, equal to nearly six times £45,000, 
the nominal value of the 900,000 deferred shares of 
Is. each. These 900,000 deferred shares form that 
portion of the purchase consideration paid to the 
vendors for goodwill, and appear to represent £45,000. 
But on the vendors’ own estimate of future profits 
these shares have a present value of upwards of 
£250,000. Viewed in the light of the facts it is clear 
that such an offer should not be accepted by the 
investing public. 

The issue of part of the capital ol a company in 
the form of shares “no par value 1 ’ is common in 
America and elsewhere, but is not yet permitted in this 
country. The plan is to issue the capital in the form 
of (a) cumulative preferred stock divided into shares, 
say $100 par value, and (b) common stock divided into 
shares “ no par value.” In order to illustrate the effect 
of this an example may be given, as, in such case, those 
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invited to subscribe to the cumulative preferred stock 
may easily over-rate the advantages offered to them. 
Suppose a manufacturing company, originally started in 
a small way and registered a year or two before, desires 
to develop its manufacturing capacity in order to meet 
increased demands for its product, and with that object 
seeks to issue further capital. The proposed capital 
may consist of— 

7% Cumulative Preferred Stock divided into $ 

2,500 shares of $100 par value . . 250,000 

Common Stock divided into 5,000 shares 

"no par value 0 ..... — 

$250,000 


It is important to understand the meaning and effect 
of this harmless-looking financial arrangement. 

A prospectus, referred to as “ descriptive circular/ 1 
is issued with a printed form of application, called 
“Preferred Stock Subscription Agreement.” The pros¬ 
pectus contains the following, amongst other material 
statements— 

1. 7 per cent cumulative preferred stock is preferred 
as to assets and dividends. 

2. Dividends payable semi-annually on 1st January 
and 1st July. 

3. With every five shares of preferred stock purchased 
a bonus of two shares of common stock will be given. 

4. The corporation contemplates the sale of approx¬ 
imately 1,500 shares of preferred stock at the present 
time. 

5. Sales of the product in previous year amounted 
to $340,000. 

6. Earnings in previous year amounted to seven times 
the dividend requirements on the preferred stock then 
outstanding. 
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7. Sales in current year (about six months still to 
run) estimated at $800,000. 

8. Earnings in current year estimated $64,000 at 
the very least. 

9. Sinking fund. There will be set aside annually 
out of surplus or net profits a sum equal to 5 per cent 
of the greatest par amount of preferred stock at any 
time outstanding for the purchase and for redemption 
of preferred stock. 

10. The corporation reserves the right to redeem 
the whole or any part of the 7 per cent preferred stock, 
on any dividend date, at 110 and accrued dividends. 

11. Upon any dissolution or distribution of capital 
the preferred stock will receive $110 per share, plus 
accrued dividends, before the remaining assets are 
distributed to the common stock. 

12. Two-thirds of the outstanding preferred stock 
must consent to any increase in the authorized amount 
of preferred stock, or to the creation of any stock 
having preference over the existing preferred stock, 
or to the mortgage or pledge of the corporate property; 
except as to these matters, the common stock possesses 
the exclusive voting rights, with cumulative voting 
for directors, unless two semi-annual dividends on 
the preferred stock are in arrears, whereupon the 
preferred stock becomes entitled to vote until all 
arrears in cumulative dividends are paid. 

The prospectus calls attention to the recent phe¬ 
nomenal development of the particular kind of trade 
with which the product of the corporation is concerned. 
The story of the success and growth of the great 
companies in America doing similar business is amazing. 
Factories which ten years ago had a capital of $250,000 
each to-day have a capital of over $100,000,000 each. 
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The phenomenal developments of the past decade should 
be repeated in the coming years. These and similar 
optimistic statements are contained in the prospectus. 

If the prospectus estimate of earnings ($64,000 in 
the current year) is realized, what dividend will the 
preferred stock-holders receive? It may be assumed 
that 1,000 shares of preferred stock had been previously 
issued, and that all the 1,500 shares of the same stock 
offered for subscription by the prospectus have been 
allotted to subscribers. In that case 1,000 shares of 
common stock, given as bonus—out of a total issue of 
5,000 shares of common stock—will have passed to 
the preferred stockholders. On these assumptions 
the preferred stockholders’ share of the estimated 
earnings in the current year will be equal to a dividend 
of just under 10 per cent, as shown below— 

Allocation of earnings, $64,000. 

I 

Sinking fund 5% on $250,000 

Preferred Stockholders— 

7% on $250,000 Preferred Stock 17,500 
of balance of earnings, 

$34,000 .... 6,800 

Vendors— 

of balance of earnings, 

$34,000 .... 

Estimate of current year’s earnings . $64,000 

But in view of the great risk inseparable from a 
new enterprise of this kind, it is surely not unreasonable 
for the subscribers to expect an annual income which 
would be nearer to 20 per cent than to 10 per cent 
on the capital invested. The term " capital risked " 
is a more accurate description than the term " capital 
invested" in cases of this kind. It will be found that, 
in order to yield a return equal to 20 per cent to the 


$ 

12,500 

24,300 

27,200 
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holders of the preferred stock, an average annual 
profit of $192,500 is needed. This is more than 75 
per cent per annum profit on the subscribed capital, 
and would fall to be dealt with thus— 


Allocation of earnings, $192,500. $ 

Sinking fund 5% on $250,000 
Preferred Stockholders— 

7% on $250,000 Preferred Stock 17,500 
of balance of earnings, 

$162,500 .... 32,500 


Vendors— 

of balance of earnings, 
$162,500 


$ 

12,500 


50,000 

130,000 


Average annual earnings needed to yield 

20% to Preferred Stockholders . $192,500 


It will be noted that many statements, material as 
guides to enable an opinion to be formed as to the position 
and prospects of this enterprise, are omitted from the 
prospectus. It is stated in the prospectus that an inde¬ 
pendent inventory of machinery and equipment would 
show at least $ 15,000 in excess of the value carried on the 
books, but no particulars are given of the existing assets 
and liabilities of the corporation or, except by inference, 
of the capital issued. There is no definite statement of 
profits earned to date, and no information as to what 
provisions have been made, in computing profits, for 
remuneration of management, and for expired capital 
outlay on inherently wasting assets. The sinking fund 
provisions are not clear; the statement that "the 

corporation will annually set aside.a sum equal 

to 5 per cent of the greatest par amount of preferred 
stock at any time outstanding” being too indefinite. 

This is an offer which should be ignored by the 
discriminating investor. It is too much in the nature 
of "heads I win, tails you lose.” If phenomenal 
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success is attained, as it may be, the vendors take 
the bulk of the annual profits. If moderate success 
comes to the enterprise, the vendors still take the greater 
part of the profits. If, and when, bad times come, it 
is probable the preferred stockholders may be induced 
to consent to the issue of some form of priority stock. 
In that case they may ultimately find that on a disso- 
lution of the corporation the whole of their capital 
has been lost. This may possibly happen after some 
years of great success, and in the meantime the bulk 
of the profits of such years will have been paid out 
to the vendors holding 4,000 out of the 5,000 shares 
“no par value ” common stock. 

A more equitable offer in this case would seem to 
be for the subscribers of 7 per cent preferred stock 
and the vendors to share the future super-profit 
equally between them. If, for every $100 share of 
preferred stock purchased, a bonus of one share of 
common stock was given, this would result in one 
moiety of the common stock being allotted to those 
who provide and risk the capital and one moiety to 
the vendors. The above estimated future earnings 
would then be divisible as follows— 


Allocation of earnings, $64,000 or $192,500. 

$ 51 $ 


Sinking fund, 5% on$250,000 
Preferred Stockholders— 


12,500 


12,500 

1% on $250,000 Preferred 





Stock . 

17,500 


17,500 


I$ £8 of balance of earnings 

17,000 

34,500 

81,250 

98,750 




Vendors— 





of balance of earnings 


17,000 


81,250 



$64,000 


$192,500 


An amount of $34,500 is equal to about 14 per cent 
on the $250,000 preferred stock, and an amount of 
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$98,750 is equal to 391 per cent thereon. Under such 
an arrangement the preferred stockholders and the 
vendors would share equally in future success, while 
in the event of failure the preferred stockholders 
might probably lose the greater part, or even the 
whole, of their capital. 
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CHAPTER VIII 

COMMERCIAL GOODWILL AND NATIONAL CAPITAL 

Before concluding the consideration of the subject 
of commercial goodwill, it may be useful to inquire 
whether, and if so to what extent, the value of commer¬ 
cial goodwill enters into and forms part of the estimates 
of the value of national capital as computed from 
time to time by economists. 

It is necessary in the first place to inquire (a) what 
national capital really consists of, and ( b) how its 
value is usually estimated. For this purpose it is 
proposed to refer to the valuation of British national 
capital prepared by Sir Josiah Stamp and published in 
his work British Incomes and Property. This valuation 
will be discussed and the figures re-stated in such a way 
as to indicate, as nearly as possible, the various forms 
in which national capital actually exists. It will be 
found, as a result of these inquiries, that the basis 
on which valuations of national capital are commonly 
made includes the full value-of commercial goodwill. 

There is nothing in existence to represent capital 
except exchangeable materials and commodities in 
their various forms. Such things include lands, 
buildings, railways, shipping, mines, factories, mills, 
and manufactured goods. In the case of Great Britain 
some of these are located in the United Kingdom and 
some outside the United Kingdom. Some of them 
are utilized for the purposes of industrial production 
and some for domestic purposes—the latter consisting 
principally of lands, buildings, furniture and other 
contents used for private dwellings. There must be 
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added also Government and local property, such as 
lands, dockyards, public buildings, etc. And finally— 
the least important and merely fractional factor— 
money consisting of gold and silver coins and bullion. 

All these things are represented by some form of 
exchangeable materials and commodities. The only 
part of national capital which is not material is that 
represented by Foreign, Indian, and Colonial Govern¬ 
ment securities held by persons domiciled in the United 
Kingdom. The meaning and effect of the British 
national debt and local loans will be considered later. 

Trade and other debtors must be set off against 
creditors, and thus they cancel each other and do not 
affect the amount of national capital. 

Capital value, as distinct from capital itself, which JJjjjJj* 01 
is material, is rightly defined as " present exchangeable tlij? nffeable 
value,” and it is necessary, therefore, to consider the 
meaning of the term "present exchangeable value.” 

"Present exchangeable value” is expressed in terms 
of currency, and applied to all existing materials and 
commodities, and to rights growirig out of all kinds 
of past effort in profit-seeking, and being stated in 
currency it includes, of course, currency inflation 
whenever this condition prevails. But capital itself 
actually in existence at any time can consist only of 
all kinds of exchangeable materials and commodities. 

Values are attached to these in figures—either high or 
low—according to the circumstances of the time. These 
figures, in which the usual estimates of value of national 
capital are stated, will be found to include (a) the gold 
value of existing commodities in their present condi¬ 
tion of usefulness, ( b ) the gold value of goodwill 
based on past profits and so assuming that past profits 
will be maintained in the future, and (c) in each case 
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the inflated value of the currency, whenever the cur¬ 
rency is anything other than money possessing full 
gold or commodity-character. 

All free and natural exchange is barter. When 
money is—as is the case in normal times—on a 
commodity or gold basis, then, apart from the effect 
of temporary disturbances due to the constant varia¬ 
tions in supply and demand, the principle of barter 
can be easily understood. Other things being equal, 
the barter power of a stated quantity of any com¬ 
modity is equal to that quantity of gold which, to 
produce and deliver, calls for a unit of human effort 
equal in quality and quantity to the unit of human 
effort required to produce and deliver the stated quan¬ 
tity of the commodity. Money is based on quantity 
of gold. One troy ounce of standard gold is coined 
into £3 17s. 10Jd. sterling, and, therefore, a British 
sovereign is roughly equal to one quarter of a troy 
ounce of standard gold. This calls for a certain average 
unit of human effort to produce and deliver, and the 
term "unit of human effort" is used to indicate some 
standard measure of effective ability exercised in pro¬ 
ducing and delivering respectively the commodity and 
the gold to be exchanged against it. 

In valuing national capital there is no attempt 
at anything like the making of inventories of existing 
exchangeable materials and commodities. The com¬ 
mon method of valuation adopted by economists is the 
capitalization of income tax statistics so far as these 
cover the ground, supplementing the results by esti¬ 
mates for the remaining items. For instance, separate 
estimates must be made of (a) income of the non¬ 
income tax paying classes derived from capital; 
(b) movable property, etc., not yielding income, such 
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as furniture, clothing, jewellery, and works of art; 
(c) Government and local property. This accepted 
method is considered to be the only one available to 
present anything like a comprehensive attempt at the 
measurement of national capital. 

British income tax is collected under five schedules, 
A, B, C, D, and E. Schedules A and B, in combination, 
form the charge upon landed property, including 
buildings. Schedule C includes income from public 
revenue—either Imperial, colonial, or foreign—and 
Schedule D relates to income from trades, businesses, 
and other occupations, as well as to any income not 
included in the other schedules. Incomes assessed 
under Schedule D were for the most part, prior to the 
year 1927-8, computed on the average statutory profits 
of the three previous years. The income tax statistics 
under these four schedules, A to D, only are utilized 
in valuing British national capital. Prior to the year 
1922-3 Schedule E related to persons in State employ¬ 
ment (civil servants, etc.), and to persons in any other 
public employments of profit, including public corpora¬ 
tions and limited companies. The returns under this 
schedule were, therefore, omitted from consideration 
in valuing British national capital as representing the 
reward of human effort only, quite apart from the 
employment of capital. 

The actual method of procedure in estimating British 
national capital in 1913-14 was as follows. Having 
first ascertained the amount of the income tax income 
of the selected year under Schedules A to D—the 
Schedule D income being then based on the average of 
the three preceding years—the next step was to endea¬ 
vour to eliminate from the amount the proportion of 
that income estimated to represent the personal 
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remuneration of those income tax paying classes who 
were then assessed under Schedule D, because they 
were not public officials, etc., assessable under Schedule 
E. The second step was to apply to the balance of 
income remaining a multiplier—varying with the class 
of income. This was done in order to capitalize the 
remaining balance of income as representing the annual 
profits attributable to capital, as distinct from the 
annual profits attributable to human effort. 

The magnitude of the resulting capital depended, of 
course, upon the number of years’ purchase or rate of 
interest employed. The multiplier used varies, according 
to the class of income, from under ten to over twenty- 
five years’ purchase. The treatment of the impor¬ 
tant group in the Schedule D income tax statistics 
classed under the heading “Businesses not otherwise 
detailed,” which represents nearly half of all the assess¬ 
ments made under Schedule D, presents great difficulties. 
It is assumed by Sir L. Chiozza Money that one-half 
of the net profits included in this group are from 
capital, and the number of years’ purchase taken by 
him for this half is ten, or 10 per cent interest. Sir 
Josiah Stamp considers that this plan of taking the 
whole profits assessed under this particular group in 
Schedule D, dividing the amount into two equal parts, 
and allocating one part as attributable to capital 
earnings, and one part as attributable to the earnings 
of human effort, has much to recommend it. 

Unfortunately, income tax statistics are not statistics 
of actual profits earned. Income tax statistics are 
based on statutory profits, and these differ in many 
respects very materially from true profits. But even 
if the income tax statistics are accepted as giving some 
indication of the profits earned oy capital there are 
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serious limitations and difficulties inseparable from this 
method of estimating national capital. One of these 
is the transfer of income tax assessments which was then 
constantly taking place from the included Schedule 
D to the excluded Schedule E, owing to firms and 
partnerships becoming incorporated under the Limited 
Liability Acts. In all these cases the assessment 
of the income of the managers and other employees 
concerned was at once automatically shifted from 
Schedule D to Schedule E. For instance, suppose a 
private firm having six employees liable to tax—with 
salaries aggregating £5,000—was converted into a 
private limited company, the profits would continue to 
be assessed under Schedule D, but the salaries were 
thereupon transferred to Schedule E. Before the 
conversion from firm to company the profits and sal¬ 
aries were both included under Schedule D, and as the 
returns under this schedule form an important part 
of the statistics used in valuing national capital, 
the continuity of the results obtained was seriously 
interrupted. 

Another difficulty which must always arise in con¬ 
nection with the valuation of British national capital 
by the application of a multiplier to the statutory 
income of the income tax statistics is caused by the 
fact that losses are, to a great extent, unrepresented in 
these statistics. This was so in 1913-14 whenever 
losses were continuous enough or sufficiently heavy to 
produce an average loss over any three years’ period. 
But the fact that an average loss had been incurred by 
a profit-seeking undertaking over a period of three 
years did not necessarily render the capital of the con¬ 
cern valueless. The plant and stock would still possess 
some value against the coming of more prosperous 
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times. Another considerable difference between the 
income tax statistics and actual profits arises from the 
fact that interest paid on debentures and on other per¬ 
manent loans is assessed to income tax and included 
in the income tax statistics as profit, although the 
undertaking may be incurring losses greater than the 
interest paid to the holders of the debentures and loans, 
and therefore there is no profit, the interest being paid 
out of capital. 

Further, there is the fact that in computing profits, 
for income tax purposes, of undertakings and indi¬ 
viduals with capital invested in wasting assets such as 
mines, annuities, etc., no deduction is allowed to be 
made from the receipts on account of depreciation or 
expired capital outlay. The result is that the profits 
assessed to income tax exceed the true profits earned. 
The same thing applies in regard to wasting assets 
consisting of plant and machinery, using the term 
"plant and machinery"' in its widest sense. In the case 
of plant and machinery some deduction is allowed, 
but the amount is usually less than the actual deprecia¬ 
tion incurred in earning the profits. It may no tioubt 
be said that the discrepancies between true annual 
profits and the income of the income tax statistics 
were in some way allowed for in fixing the various 
multipliers applied to the different classes of income 
in making valuations of national capital. However 
this may be, it is clear that valuations of national 
capital, based on income tax statistics, must always be 
accepted with caution. It seems that there are, 
in fact, no statistics in existence suitable for the 
purpose. 

Sir Josiah Stamp’s valuation of British national capi¬ 
tal referred to above was based on 1913-14 income 



GOODWILL AND NATIONAL CAPITAL 131 
tax statistics. The amount is £14,319,000,000, and it is 


arrived at as follows— 


VALUATION 



Capital value 

Source of Income 

(millions £) 

1. Lands. 

1,155 

2. Houses, etc. 

3,330 

3. Other profits (Sch. A) 

22 

4. Farmers' capital .... 

340 

5. Sch. C, National Debt, etc. 

1,148 

6. Railways in the United Kingdom 

1,143 

7. Railways out of the United Kingdom . 

655 

8. Coal and other mines 

179 

9. Ironworks ..... 

37 

10. Gasworks ..... 

182 

11. Waterworks, canals, and other concerns 

(Sch. A). 

278 

12. Indian, colonial, and foreign securities 

. 621 

13. Coupons ...... 

383 

14. Other profits and interest . 

276 

IS. Businesses not otherwise detailed 

V70 

16. Income arising abroad and not remitted 

400 

17. Income of non-income tax paying classes 

derived from capital 

200 

18. Movable property, etc., not yielding income 

(furniture, etc.) .... 

800 

19. Government and local propeity . 

400 


£14,319 


It will be observed that this valuation is arranged 
under the various heads and groups into which the 
statistics of income are gathered in the course of 
assessment, these being supplemented by such addi¬ 
tional items as estimates of (17) income of non-income 
tax paying classes derived from capital, (18) movable 
property, etc., not yielding income, (19) Government 
and local property. It is now proposed to consider 
the character and location of the existing things which 
represented the valuation, and to endeavour to allocate 
these under their appropriate heads in such a way 
as to present a statement in the form of an analysis 
which will show in an easily comprehensible form the 
constituent parts of British national capital. 
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boo * r- The total value of lands in the United Kingdom, 
•pa** estimated in the valuation at £1,155 millions, is 
allocated in the analysis as to three-fourths, amounting 
to £867 millions, as being used for purposes of industrial 
production, and as to one-fourth, or £288 millions, 
as being occupied by private dwelling-houses, or used 
as parks, gardens, etc. The estimated value of houses, 
etc., in the United Kingdom, amounting in the valua¬ 
tion to £3,330 millions, is allocated in the analysis as 
to one-third, or £1,110 millions, to industrial buildings 
such as factories, mills, etc., and as to two-thirds, or 
£2-220 millions, to buildings such as private dwelling- 
houses, including stables, etc. The headings in the 
valuation "Other profits (Sch. A)" and “Farmers' 
capital,” amounting' to £362 millions, are treated 
together in the analysis as representing tanners’ capite!, 
growing crops, implements, stock, etc. 
iudmiri.i The next items in the valuation are as follows— 


Capital value 
(millions £) 

5. Sch. C, National Debt, etc. . . . 1,148 

6. Railways in the United Kingdom . . 1,143 

7. Railways out of the United Kingdom . . 655 

8. Coal and other mines .... 179 

9. Ironworks ...... 37 

10. Gasworks,. ...... 182 

11. Waterworks, canals, and other concerns (Sch. A) 278 

12. Indian, colonial, and foreign securities . 621 

13. Coupons.383 

14. Other profits and interest .... 276 

15. Businesses not otherwise detailed . . 2,770 

16. Income accruing abroad and not remitted . 400 

17. Income of non-income tax paying classes 

derived from capital .... 200 


<£8,272 

It is difficult to allocate this amount, but it is clear 
the total includes the capitalized value of foreign and 
colonial Government securities, the national debt 
before the war, and local loans. The total also includes 
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gold and silver coin in circulation, and coin and bullion 
at the banks before the war. These several items, 
which must be deducted and shown separately in the 
analysis, are estimated as follows— 

Millions £ 


Foreign Government securities .... 250 

Indian and Colonial Government securities 500 

National Debt before the war and local loans (say) 1,200 
Money, viz. gold and silver coin in circulation and 

coin a,nd bullion at the banks before the war . 150 


£ 2,100 

Deducting this amount, £2,100 millions, from the 
total, £8,272 millions, there remains a balance of 
£6,172 millions, represented by lands and buildings 
outside the United Kingdom, and—wherever situated— 
growing crops, railways, shipping, mines, works, the 
contents of factories, mills, and other property (muni¬ 
cipal undertakings appear separately below under the 
head of Government and local property), including 
plant, and stocks of raw materials, manufactured 
goods, etc. All these materials and commodities are 
used for purposes of industrial production. It is esti¬ 
mated for the purposes of the analysis that tirths of 
this balance of £6,172 millions, amounting to £3,472 
millions, is located in the United Kingdom, and /cths, 
amounting to £2,700 millions, is located outside the 
United Kingdom, although belonging to individuals 
domiciled within the United Kingdom. The next item 
in the valuation, movable property, etc., not yielding 
income (furniture, etc.), estimated at £800 millions, 
does not call for further explanation. 

The value of Government and local property was 
estimated in 1905 by Sir L. Chiozza Money as follows, 
and—subject to deducting £50 millions from the 
value put upon roads—Sir Josiah Stamp regarded this 
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estimate as probably the most reasonable that had 
been made. The estimate, allowing for this adjustment, 
is as follows— 


Government property— 

The Navy (at a written-down value) 
Naval works .... 
Army works and military arsenals 
Telegraphs and telephones . 

Suez Canal shares 

Other property .... 


Millions 


£ 


114 

80 

120 

60 

28 

98 


Local property— 

Two million acres of common land . . 50 

22,000 miles of main roads and 97,000 miles 
of minor roads (Money, £600 millions) . 550 

Parks, bridges, sewers, lighting, etc., electric 
light works, water works, reservoirs, etc., 
and other municipal undertakings 500 


Millions 

£ 


500 


1,100 


£1.600 


In his valuation Stamp includes Government and 
local property at a net amount of £400 millions. This 
amount is arrived at by deducting £1,200 millions, the 
estimated amount of the national debt before the war 
and local loans, from £1,600 millions, the estimated 
value of then existing Government and local property. 
The plan adopted in the analysis—as being clearer and 
more convenient—is to include in the national capital 
the £1,600 millions for Government and local property, 
and from the total of the analysis to deduct £1,200 
millions for the national debt and local loans. The 
principal and interest of the national debt and local 
loans constitute, in fact, a charge on future production 
rather than on any presently existing capital, whether 
Government or otherwise owned. National and local 
debts are not, therefore, part of the net national capital. 
If the amount of these debts outstanding is counted 
among the assets, it must be deducted from the total 
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as a liability. Such debts are nothing but a record, in 
legal and binding form, of the indebtedness of the 
whole nation to individual units of the nation. 

The following analysis of the valuation, based on the vSSSo* 
allocations stated above, has been prepared after careful 
consideration of the available evidence— 


A nalysis of valuation of British 
national capital before the war 

Property in the United Kingdom used for 
purposes of industrial production— 

(а) Lands used for agriculture and 
other industries 

(б) Buildings, such as factories, mills, 

etc.. 

(c) Farmer's capital, growing crops, 
implements, stock, etc. 

(d) Railways, shipping, mines, works, 
the contents of factories, mills, 
businesses, and other property, 
including plant and stocks of raw 
materials, manufactured goods, 
etc., but excluding municipal 
undertakings such as water, light, 
heat, and power, which are in¬ 
cluded below under Government 
and local property 

Property outside the United Kingdom 
used for purposes of industrial produc¬ 
tion belonging to individuals domi¬ 
ciled in the United Kingdom— 

(e) Lands, buildings, growing crops, 

railways, mines, works, the con¬ 
tents of factories, mills, and other 
property, including plant and 
stocks of raw materials and manu¬ 
factured goods .... 

Property in the United Kingdom used for 
domestic purposes— 

(/) Lands used as sites for private 
dwelling-houses, gardens, parks, 
etc. ..... 

(g) Buildings, such as private dwelling- 

houses, including stables, etc. 

( h) Household furniture, works of art, 
wearing apparel, etc. 

(i) Government and local property such 
as lands, dockyards, arsenals, public 
buildings, main roads, bridges, sewers, 
etc. ...... 


Millions Per cent 
l of £14,319 


867 

1,110 

362 


40*58 


3,472 


2,700 18*86 


288 

2,220 

800 


23*10 


1,600 11*17 


Carried forward 


13,419 


93*71 
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Analysis of valuation of British 

Milhous 

Per cent 

national capital before the tvar 

i 

°f £14,319 

Brought forward ..... 

13,419 

93-71 

(j) Money, viz. gold and silver com in 
circulation, and bullion at the banks 

before the war .... 

150 

1-0$ 

(k) Foreign Government securities . 

250) 


(/) Indian and Colonial Government 


5*24 

securities ..... 

500) 



14,319 

100-00 

(m) National Debt before the war and local 

loans (say) ..... 

1,200 


Note. —These debts are represented by 

Government and local securities 
owned by individuals forming 
part of the nation 

Deduct * National Debt before the war, and 

15,519 


local loans (say) ..... 

1,200 



£14,319 


The amounts of the national debt and of local loans 
are deducted because they constitute a charge on the 
future production of the whole nation resulting from 
the co-operation of capital and human effort. It may 
be noted that the regular provision of an amount of no 
more than one-half of 1 per cent per annum, in addi¬ 
tion to the annual interest, would operate to repay all 
these debts and loans in rather less than fifty years, 
allowing interest at 5 per cent per annum. 

This analysis shows that the value of British national 
capital before the war, based on the 1913-14 income 
tax statistics, was £14,319 millions. This national 
capital consisted wholly of some form of then existing 
exchangeable materials and commodities, except as 
to £750 millions representing debts due from foreign, 
Indian, and Colonial Governments. Debts due to 
individuals domiciled in the United Kingdom from 
foreign, Indian, and Colonial Governments constitute 
the only portion of British national capital which is 
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not represented by some form of existing materials 
and commodities. Such debts are in the same position 
as the British national debt and local loans, except 
that, as they are not a charge upon the future produc¬ 
tion of Great Britain, the amount does not fall to be 
deducted from the assets constituting the national 
capital of Great Britain. 

The analysis shows that nearly 60 per cent of British 
national capital before the war was represented by 
materials and commodities used for purposes of indus¬ 
trial production, including agricultural lands, farmers' 
capital, growing crops, railways, shipping, mines, 
factories, and mills, together with plant and stock, 
and that rather more than two-thirds of all this 
property was located in the United Kingdom, the 
remaining one-third being located outside the United 
Kingdom. The greater part of this capital was held by 
joint stock companies, and was represented by deben¬ 
tures, share certificates, etc. 

About 23 per cent of British national capital was 
used for domestic purposes, and existed in the form of 
private dwelling-houses with the lands on which they 
stand, including gardens, parks, etc., and household 
furniture, works of art, wearing apparel, etc. The 
great bulk of all this property was in the form of small 
dwelling-houses. The balance of the national capital 
consisted of Government and local property to the 
extent of about 11 per cent; foreign, Indian, and 
Colonial securities 5 per cent; and money in circulation 
and at the banks 1 per cent. 

It will be seen, on reference to the above analysis, 
that the amount of the national debt before the war 
and local loans has been added to the valuation as 
representing securities owned by individuals forming 
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part of the nation, but that on the other hand it has 
been deducted as representing a charge on the future 
production of the whole nation, which production 
results only from the future co-operation of capital and 
human effort. 

, The various items enumerated above amount to 

abseuce of 

oHnflauon £14,319 millions, being Sir Josiah Stamp's valuation 
of British national capital before the war. At that time 
there existed an effective gold standard, so that, then, 
the since arisen factor of inflation was absent. It has 
been shown that, with the exception of foreign, Indian, 
and Colonial Government securities, British national 
capital consists wholly of exchangeable materials and 
commodities in their various forms. In estimating 
national capital existing at any given time the impor¬ 
tant consideration is the quality and quantity of 
exchangeable materials and commodities actually in 
being rather than their value in money. It is clear 
that their present value, even stated in current gold 
standard money, and so partly excluding inflation, is 
swayed and influenced to a very great extent by esti¬ 
mates, optimistic or otherwise, of future prospects. 
The basis of value of materials and commodities which 
should be aimed at is the gold or commodity value— 
i.e. the natural barter value—and with an effective 
gold standard in operation this should normally be 
near to the cost. 

valuationso( The effect of valuing existing materials and com- 

u5?t a iie C IS dc m °dities by applying a multiplier to the income tax 
statistics must be to place a high valuation upon them 
when the valuation is based on the statistics of a period 
of high profits, and a comparatively low valuation upon 
them when it is based on the statistics of a period of 
low profits. But the actual extent or volume of national 
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capital, which consists only of existing exchangeable 
materials and commodities, is not directly affected 
by whether the profits of a particular period are high 
or low. The valuation, being based upon the results 
of a period of trade, whether prosperous or otherwise, 
must obviously include the full present value of all 
existing goodwill, by capitalizing past profits; and this 
is, of course, quite irrespective of whether the goodwill 
has been purchased—and so recorded in accounts—or 
not. The reason is that a multiplier has been applied 
to all profits earned, which naturally include all super¬ 
profit, and when an undertaking is earning super-profit 
as defined in this work it is earning an amount which 
yields more than a normal interest on the capital 
invested. Normal true profit, equal in amount to a 
normal interest on the material capital invested in 
industrial undertakings, if increased by a normal multi¬ 
plier, should theoretically amount to round about the 
gold value of the existing materials and commodities 
representing industrial capital. It is probable, because 
otherwise industry would soon cease, that profit in the 
aggregate is never permanently less than the normal 
rate of interest on the gold value of materials and com¬ 
modities representing industrial capital. This being 
so, the application of a normal multiplier to an amount 
which is greater than mere normal profit must, quite 
apart from inflation, result in a valuation which includes 
both the gold value of existing materials and com¬ 
modities, and also a further amount which is repre¬ 
sented by nothing but the gold value of goodwill. 

Valuations of national capital, as usually made, thus 
clearly depend upon certain assumptions such as (a) 
that there will be a continuance of public security and 
confidence, (b) that the volume of trade and industry 
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will be maintained undiminished, and (c) that capital 
will in future still attract as its reward profits equal 
to those earned in the past. It is interesting here 
to note that valuations of national capital which 
have been prepared on the basis of the estate duty 
statistics—a basis more nearly approximating in 
character to an inventory of materials and com¬ 
modities—have been found to result in a smaller 
valuation of national capital than estimates based 
on the income tax statistics. 

In view of the course of events since the Great 
War, future valuations of national capital, based on 
the method indicated in this chapter of capitalizing 
the income tax statistics, will apparently be imprac¬ 
ticable. Since the war it has not yet been possible per¬ 
manently to return to the gold (or commodity) standard 
of value, and prices have risen far above gold or com¬ 
modity level; and, as a further consequence of the war, 
all future production has become charged with the 
provision of interest and gradual repayment of a huge 
national debt—due almost wholly to ourselves— 
increased tenfold as compared with the debt before 
the war. The effect of these two factors has been to 
drive up and inflate nominal values and nominal 
incomes enormously. What multiplier, then, is to be 
applied in future to the income tax statistics? The 
national debt being, for the most part, held by persons 
domiciled in the United Kingdom, does not represent 
a real diminution of British national capital; it repre¬ 
sents rather a redistribution, amongst individuals, of 
existing capital or wealth. But will not the annual 
interest on the national debt swell the income tax 
statistics, and will not these statistics be further in¬ 
flated by the increase in nominal income and profits 
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referred to above, though in the meantime existing 
exchangeable materials and commodities—which alone 
represent British national capital—may remain in 
quality and quantity much the same as before the war ? 

The answers to these questions must be in the 
affirmative, and therefore any valuations of national ^* l n u 
capital which may be made in the near future, based 
on the capitalization of recent income tax statistics, ^ lc “ 
are likely to include, not only the full present value 
of all commercial goodwill, but also the remains of the 
factor of inflation. It seems clear that these causes 
will still operate to an extent which must for the 
time being render almost useless any attempts at the 
making of valuations of national capital by means of 
income tax statistics. 
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CHAPTER IX 

COMPENSATION FOR GOODWILL UNDER THE LANDLORD 
AND TENANT ACT, 1927 

The Landlord and Tenant Act, 1927, received the 
Royal Assent on the 22nd December, 1927, and came 
into operation on the 25th March, 1928. Under Sec¬ 
tions 4 and 5 of Part I of the Act, new and important 
rights are granted to tenants of leasehold premises 
used wholly or partly for carrying on any trade or 
business in regard to compensation for any part of 
goodwill which has become attached to the premises. 
Part II deals with certain other amendments of the 
law of landlord and tenant. Part III sets out the con¬ 
stitution and powers of the tribunal which will deal 
with claims and other matters arising under Part I 
of the Act, and should be read together with the Statu¬ 
tory Rules and Orders of the County Court and of the 
Supreme Court made under the Act. 

Section 4 of the Act provides that a tenant's right 
to claim compensation for loss of goodwill may arise 
at the termination of the tenancy on quitting the hold¬ 
ing if— 

(а) A claim was made in the prescribed manner 
within the limits of time as defined. (Sect. 4, Subsec. 
(1) (i) and (ii).) 

(б) The tenant proves that by reason of the carry¬ 
ing on by him or his predecessors in title at the pre¬ 
mises of a trade or business for not less than five 
years goodwill has become attached to the premises 
by reason whereof a higher rent could be obtained. 
(Sect. 4, Subsec. (1).) 
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But no compensation will be payable if— 

(1) The tenant determined the tenancy or failed to 
exercise a reasonable option. (Sect. 4, Subsec. (1)(/).) 

(2) The landlord offers within two months after 
the making of the claim to renew the lease on reason¬ 
able terms (Sect. 4, Subsec. (1) (b )), or offers within 
one month suitable alternative accommodation on 
reasonable terms. (Sect. 6.) 

(3) The landlord—being a Government depart¬ 
ment, local or public authority, charity or a statutory 
or public utility Company—required the premises for 
their own purposes. (Sect. 4, Subsec. (1) (g).) 

(4) A reversionary lease has been granted within 
the terms of Section 15, Subsection (3). 

Compensation may be reduced or extinguished if the 
landlord intends to demolish the premises or use them 
for a different and more profitable purpose (Sect. 4, 
Subsec. (1) (a )), or if he proves that the goodwill is 
due to restrictions imposed by him upon other premises 
belonging to him or under his control. (Sect. 4, Subsec. 
(1) (e )). 

The interpretation clause of the Act (Sect. 25) con- 
tains no definition of goodwill, and therefore the mean¬ 
ing of the word in the Act must be determined by the 
tribunal. In considering the meaning of goodwill in 
respect of which a right to compensation may arise 
under this Act the legal definitions which have at 
various times been placed upon the word by the Courts 
must be carefully considered in the light of the qualify¬ 
ing words contained in Section 4. Although the Act 
contains no specific definition of goodwill, it is obvious 
from the wording of Section 4, Subsection (1) that it is 
limited to any part of goodwill which may have become 
attached to the premises by reason of the carrying on 
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by the particular tenant, or his predecessors in title, of 
a trade or business. 

It has already been pointed out in Chapter II that 
commercial goodwill is a right which may, or may not, 
have present exchangeable value. With certain excep¬ 
tions, therein referred to, the exchangeable value of 
the right depends upon the probability of earning 
future super-profit, the meaning of which is defined. 
Sections 4 and 5 of the Landlord and Tenant Act 
introduce a new principle into the law relating to good¬ 
will by conferring upon a tenant a right to compensa¬ 
tion for goodwill—limited as directed in the Act-- 
when he vacates the holding at the end of his tenancy, 
or, alternatively—where compensation would not be 
adequate relief—the right to a new lease in certain 
cases. These sections thus create the right to com¬ 
pensation based upon the new principle that the land¬ 
lord must compensate the tenant, not necessarily to 
the extent of the loss suffered by the tenant, but to an 
amount equal to any benefit which it can be proved 
would accrue to the landlord from the additional 
annual value of his premises created by reason of the 
carrying on by the tenant, or his predecessors, of the 
tenant’s trade or business, It is also possible that, if 
the loss suffered by the tenant can be shown to be 
substantially greater than the benefit which the land¬ 
lord would receive from the so-created additional 
annual value, it may be held that the compensation 
would not be adequate Relief, and that therefore the 
tenant has the right to a new lease under the provisions 
of Section 5. 

Tenancies to which Part I of the Act applies are 
premises held under a lease, whether made before or 
after the 25th March, 1928 (when the Act came into 
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operation), used wholly or partly for trade or business 
purposes. The word "premises” is to be used in the 
strict legal sense of the term. In Whitley v. Stumbles 
(House of Lords, 1930) it was held that the meaning 
of the word "premises” in Section 17 (1) of the Act 
was not limited to lands and buildings, and that the 
tenant of an hotel which was let with fishing rights was 
entitled, on the grant of a new tenancy being ordered 
under Section 5 of the Act, to have the fishing rights 
included in the new lease. 

The making of a claim in the prescribed manner is a 
condition precedent to the right of the tenant to com¬ 
pensation, and the tribunal is not empowered to extend 
the time within which a claim is to be made; therefore, 
unless a claim is made within the stipulated time, a 
tenant is not entitled to compensation. In view of the 
importance of the prescribed claims and notices being 
given within the specified time limits, these are set out 
in tabular form below— 


GOODWILL 


Subject Matter j 
of Notice 

By whom 
to be 
Served 

Section of 
Act 

Time Limit 

Claim for com¬ 
pensation for 

goodwill 

Tenant 

Sect. 4 
s.s. (I) 

(i) and (u) 

When tenancy deter¬ 
mined by notice from 
landlord, within one 
month after service of 
notice. In any other 
case not more than 
thirty-six nor less 
than twelve months 
before termination of 
tenancy. 

Offer of renewal of 
tenancy 

Landlord 

Sect. 4 
ss (1) ( b) 

Within two months of 
service of tenant’s 
claim. 

Acceptance of such 
offer by tenant 

Tenant 

Sect 4 
ss (1) ( b) 

Within one month of 
service of offer by 
landlord. 

Offer of alternative 
accommodation 

Landlord 

Sect. 6 

Within one month of ser¬ 
vice of tenant's claim. 


Time limit* 
tor claim* and 
notice* 
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NEW LEASE 


Subject Matter 
of Notice 

By whom 
to be 
Sen ed 

Section of 
Act 

Time Limit 

Notice claiming 
new lease 

Tenant 

Sect. 5 
s.s. (1) (2) 

Same as claim for good¬ 
will. But application 
to tribunal to deter¬ 
mine claim must be 
made not less than 
nine months before 
termination of ten¬ 
ancy. or. where deter¬ 
mined by notice, 
within two months 
after service of notice. 

Offer of alternative 
accommodation 

Landlord 

i 

Sect. 6 

Within one month after 
seryice of notice 
claiming new lease. 

Offer of landlord to 
sell his interest 
to tenant 

Landlord 

Sect. 5 
ss (7) 

At any time before tri¬ 
bunal determines ten¬ 
ant’s claim. 


MESNE LANDLORDS 


! 

Subject Matter | 
of Notice 

By whom 
to be 
Served 

Section of 
Act 

■ 

Time Limit 

Any claim for com- 

Mesne 

Sect. 8 and 

Not less than two 

pensation by 

mesne landlord 

landlord 

Rule 2 (2) 
of Order 
Lb. 

months before ter¬ 
mination of. mesne 
landlord's tenancy. 

To be served “forth- 

Copy of a notice 

Mesne 

Sect. 5 

served by a ten¬ 
ant on a mesne 
landlord claim¬ 
ing a new lease 
must be served 
on latter’s supe¬ 
rior landlord 

landlord 

i 

i 

i 

s.s. (9) 

1 

1 

j 

with.*' If tenant suf¬ 
fers loss due to mesne 
landlord’s delay, latter 
must make loss good. 

Copies of all docu¬ 

Mesne 

Sect. 8 ! 

To be served “ forth 

ments served on 
a mesne landlord 
by a tenant must 
be served on 
superior land¬ 
lord if mesne 
landlord is to be 
entitled to com¬ 
pensation 

landlord 

s.s. (1) and 
Rule 4 of 
Order Lb. 

with ” 
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Under Section 4, Subsec. (1), a tenant must prove the 
carrying on by him or his predecessors in title of the 
trade or business for a period of not less than five years. 
Hie Act does not state that the same trade or business 
must have been carried on during this period, and 
therefore the words of the Act presumably extend to 
cover a case where, though there has been a Continuous 
carrying on of a trade or business, there has, in fact, 
been a change in its character, as when a grocer’s 
business was followed, say, four years before the 
termination of the tenancy by a draper’s business. A 
part of the connection of customers built up by a 
tenant while carrying on a grocer’s business so far as 
it arose out of his good reputation for honesty, moderate 
charges, and quality of commodities sold, may well 
remain attached to him, although he may, for some 
good reason, decide to transfer his energies from the 
business of a grocer to that of a draper. 

It is clear that in order to found a claim for com¬ 
pensation for goodwill the burden of proof is upon the 
tenant to show that by reason of the carrying on of 
the business goodwill has become attached to the 
premises, in consequence of which the premises could 
be let at a higher rent than they would have realized 
had no such goodwill become attached. Goodwill can 
only become attached to that class of premises to 
which customers commonly resort for the purpose of 
supplying their wants of one kind or another, and the 
application of this part of the Act is, therefore, prac¬ 
tically restricted to a trade or business of a retail 
character, including, however, hotels and boarding¬ 
houses. The justice of providing compensation for 
. goodwill to outgoing tenants in certain cases is unques¬ 
tionable; but in practice the isolation and assessment 

L 


Change of 
trade or 
business 


Claims 
practically 
restricted to 
retail trades 



Proof that th« 
goodwill has 
exchangeable 
value 


Proof of 
higher rental 
value for 
purposes of 
same class of 
trade 
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of the value of that particular part of goodwill, which 
has become attached to premises by reason of the 
carrying on at the premises of the tenant's business, 
is full of difficulties. 

As stated in Chapter II, commercial goodwill is a 
right which grows out of all kinds of past effort in 
seeking profit, increase of value, or other advantage, 
and this right exists altogether apart from the question 
of whether or not it has exchangeable value. But in 
order to found a good claim for compensation for loss 
of goodwill, it must clearly first be shown that the 
goodwill of the particular trade or business has, in fact, 
some present exchangeable value. If this can be 
proved—and the method of proof is fully discussed in 
Chapter II—then it must next be shown that the fact 
of the existence of a valuable goodwill has had the 
effect of increasing the rental value of the premises. 

For this purpose evidence will be required to show 
that a higher rent can, in fact, be obtained for the 
premises if used for the purposes of the same class of 
trade or business than if used for the purposes of any 
other trade or business. If it is found that a higher 
rent can be so obtained, then questions will arise 
as to whether this is due in whole or in part to all or 
any of the following causes— 

(а) To the situation of the premises ; 

(б) To the structural suitability of the premises 
for the purposes of the particular trade; 

(c) To restrictions imposed by the landlord; 

(d) To the existence of the licence—in the case of 
licensed premises. 

Any increased rental value due to all or any of these 
causes is, under the Act, clearly the property of the 
landlord and not of the tenant. 
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In the next place, any increased rental value may Ab ^ nc « » t , | 
be alleged by the landlord to be due, or partially due, 
to the absence of competition in the particular trade; 
while on behalf of the tenant it may be said that this 
is because the tenant has always been able adequately 
to expand his business as the wants of the neighbour¬ 
hood have expanded. But the absence of competition 
is obviously more or less a matter of chance, and 
cannot, it is thought, be said to be the direct result of 
the tenant’s trading in a sense which would entitle him 
to claim compensation on this account. 

When it can be proved that a higher rent can be 
obtained for the premises if let for the purposes of the 
same trade or business than if let for any other purposes, 
and to the extent that such increased rental value is 
not the property of the landlord by reason of its having 
arisen out of any of the causes already mentioned, then 
it may be assumed to be due to the goodwill of the 
tenant. Having, in such a case, agreed the annual 
amount of the tenant’s part of the higher rent, it is 
necessary next to calculate the capital value of that 
amount. This can best be done by reference to the 
present value of a terminating annuity, which should 
generally be assumed to cover a period of from ten to 
fifteen years, discounted at an average rate of interest 
of from 10 to 12£ per cent per annum. In fixing the 
period it must be remembered that, unlike property in 
the nature of freehold premises, commercial goodwill is 
wholly a wasting asset, and that the annual super-profit, 
upon which alone the value of goodwill depends, can 
never continue to arise over a very long period of years. 

One or two examples may be usefully considered. ^" h '^ rion 
Take an imaginary case in which a tenant was granted h,gh,r " nt 
at Lady Day, 1909, a twenty-one years’ lease of a shop 
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in a London suburb at an annual rental of £100, The 
tenant opened the premises as a baker's shop, and the 
business grew from year to year so that by the end of 
the tenancy the trade had increased to such an extent 
that the net annual profits (after adjusting cash draw¬ 
ings and goods consumed, but before charging any sum 
for the personal services to the business of the tenant 
and his wife, or for interest on capital) average £1,000 
a year. 

It is obvious that the growth of this business may 
have been due to several distinct and separate causes, 
each of which may have been in operation at the same 
time, including— 

(1) The rapid and natural development of the 
suburb, which may now have become a popular resi¬ 
dential neighbourhood, and 

(2) The good business reputation and industry of 
the tenant. 

Prior to the termination of the lease the landlord may 
have received an offer of £500 a year from another 
person who is anxious to carry on a baker's shop in 
that neighbourhood. The question will then arise how 
much, if any, of this increased rental value, amounting 
to £400 a year, is due to the fact that a baker's business 
has been carried on at the premises by the particular 
tenant. It is possible to conceive that the increased 
rental value has arisen wholly in consequence of the 
natural development of the neighbourhood, and that 
it has nothing at all to do with the carrying on of the 
baker's business. On the other hand, the suburb may 
have remained much as it was twenty years ago, and, 
in that case, the increased rental value may be due 
entirely to the baker's connection of customers which 
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the tenant has, by his industry and assiduity, succeeded 
in forming. 

In such a case, where it is clear that a higher rent 
can be obtained, the tribunal will, in the absence of 
agreement, have to determine whether the higher rental 
value has become attached to the premises, not by 
reason of goodwill, but by reason of the development 
of the suburb. If the higher rental value is found to 
be due to the latter cause, and to this alone, then no 
goodwill has become attached to the premises by reason 
of the carrying on by the particular tenant at the 
premises of the trade or business. In some cases it 
will be found that the increased rental value is due 
partly to the development of the suburb and partly to 
the carrying on of the business at the premises, and 
then it will be necessary separately to assess and agree 
the proportions of the increased rental value arising 
out of each of these two causes. 

Another case may be considered in which a tenant 
occupies a shop under a contract of tenancy in a 
Manchester suburb at an annual rental of £100. Sup¬ 
pose that at the commencement of the tenancy the 
tenant opened the premises as a butcher’s shop, that 
the business has grown year by year, and that towards 
the end of the tenancy the annual profits—after 
adjusting by adding back the cash drawings and the 
value of goods consumed by the tenant and his family- 
average £900 a year. This, it should be noted, is the 
average profit before charging the business for the 
personal services of the tenant and his wife and for 
interest on capital. 

Suppose that the landlord is willing, in this case, to 
grant to the tenant a renewal of the tenancy at an 
annual rental of £500, but that the tenant considers 


Offer to 
tenant of 
renewal at 
higher rent 
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this unreasonable and that the present fair rental value, 
apart from goodwill, is no more than £300. In such 
circumstances the tenant may make a claim, in the 
prescribed manner, to be paid compensation for good¬ 
will. In this case the tenant himself admits that the 
annual value of the premises has increased from £100 
to £300, the £200 increase being presumably attribut¬ 
able exclusively to the situation of the premises, located 
as they are in a rapidly developing Manchester suburb. 
Failing the landlord granting a renewal of the tenancy 
at an annual rental of £300, the tenant's claim for 
compensation for goodwill may, perhaps, amount to 
£3,000, which is equal to the present value of a fifteen 
years annuity of £400—the alleged annual super-profit 
—discounted at a normal interest rate of 10 per cent. 
The super-profit is arrived at by the tenant as follows— 

Annual average profit . ^ 9<5o 

Deduct — 

Admitted increase in pure rental value 200 
Remuneration for the personal services 
of the tenant and his wife . . 300 

-500 

£400 

Any such claim will, of course, be vehemently criti¬ 
cized and resisted by the landlord, on whose behalf it 
may be alleged that, even assuming the profits of recent 
years have averaged £900—an assumption which will 
require verification—not less than £400 of this amount 
was attributable to the increased pure rental value of 
the premises, the profit and loss account having been 
charged only with £100, the actual rent paid, instead 
of with £500, the alleged present annual value. The 
effect of this increased rental value would be to reduce 
the tenant's computation of super-profit as shown 
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above from £400 to £200; and it may also be alleged 
on the landlord’s behalf that the whole of this amount 
of £200 is needed as to £150 to supplement to a proper 
and fair sum the remuneration for personal services, 
which the tenant has estimated at only £300 a year, 
and as to £50 for interest at a normal rate on the 
tenant’s capital employed in the business, consisting 
of plant, stock, and debts over liabilities, which the 
tenant has omitted from his calculation. Therefore, it 
may be said that no super-profit arises from the busi¬ 
ness, that the goodwill has no exchangeable value, and 
that the increased rental value of £400 out of the £900 
alleged annual profit is attributable exclusively to the 
situation of the premises, and must therefore - be dis¬ 
regarded by the tribunal. (See Sect. 4, Subsec. (1) 

(d) (11).) 

It is probable, in view of the difficulties to be en- i/s^ui check 

on landlords 

countered, that very few claims for compensation for 
goodwill will be brought before the Courts; but the 
existence of the Act may confer real benefits on tenants 
by checking the tendency of some landlords to squeeze 
successful traders who require renewal of their leases 
by demanding in the form of rent something which is, 
in fact, part of the profits of a trader’s business. It is 
clear that a landlord should not, in equity, be entitled, 
on renewal of a trader’s lease, to recover any rent 
beyond that which the premises, if vacant, and to let 
at the time of the termination of the old lease, would 
command if let to some person other than the sitting 
tenant. 



CHAPTER X 


Th« proper 
sphere of 
industrial 
accounting 


INDUSTRIAL ACCOUNTING: A NEW THESIS 

Accounting, in its simplest form, and altogether apart 
from industrial accounting, is the science of recording 
transfers, to and fro, from one to another, of money 
and money's worth. Industrial accounting, on the other 
hand, is much more complex and may be described as 
the science of recording the history of profit-seeking 
transactions in useful services and tangible things, 
inwards and outwards, and of measuring the resulting 
plus—i.e. profit—and minus—i.e. loss which has 
accrued over some definite accounting period. 

The practice of this science is necessarily guided by 
certain logical accounting rules appropriate to the 
transactions of profit-seeking undertakings which under¬ 
takings are, in fact, and must always be treated as, 
going-concerns. The sole medium or vehicle of account¬ 
ing is, of necessity, money, although industrial account¬ 
ing is really concerned with almost everything repre¬ 
senting capital—which itself consists mainly of things 
other than money. Thus, in industrial accounting, a 
vigilant eye must be kept on the things themselves and 
on their condition and behaviour, and not merely on 
the amounts of money purporting to represent those 
things. In other words, one must look at the things 
behind the money. Money itself is some useful or 
desirable commodity—generally either gold or silver— 
or, alternatively, it consists of treasury or bank notes 
which, normally under a commodity standard, purport 
to give a right or title to free delivery of a specified 

154 



INDUSTRIAL ACCOUNTING: A NEW THESIS 155 

quantity ol gold or silver. Industrial accounting thus 
has to do with the historical record of profit-seeking 
transactions in all sorts of useful services and tangible 
things always expressed in terms of money—itself a 
tangible thing. 

Besides tangible things in actual possession, industrial 
accounting is also concerned with rights to tangible 
things, including book debts, bank balances, bills 
receivable, and so on, and with obligations to creditors 
of every kind. Tangible things themselves can, of 
course, always be handled, counted as to quantity, and 
inspected as to state and condition; it is increase and 
decrease in tangible things and rights to such things 
alone which is real profit and loss, the natural outcome 
of industrial enterprise. The amount of the profit and 
loss, represented by increase and decrease in tangible 
things within any year or other definite accounting 
period, can always be ascertained by the use of certain 
appropriate accounting rules which will presently be 
referred to in some detail. Attention may conveniently 
here be drawn to the fact that the amount of profit and 
loss accrued, though unascertained, at any time within 
the currency of an accounting period, is itself an addi¬ 
tion to, or a deduction from the real capital of a going- 
concern. This is but the logical outcome of the fact that 
capital consists of tangible things, and that profit being 
increase in tangible things is therefore an addition to 
capital, and vice versa. 

It follows that industrial accounting and the peri¬ 
odical measurement of real profit and loss is strictly 
confined to specific considerations connected with 
transactions in useful services and existing things, 
apart altogether from intangibles such as goodwill, 
patent rights, copyrights, and monopolies of other 
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Premiums 
paid for 
future 
prospects 


kinds. The reason is that any increase and decrease in 
the present exchangeable value of mere future prospects 
is something quite apart from existing capital and real 
profit and loss. It should be particularly observed that 
variations in the value of intangibles do not directly 
depend upon the amount of any actual costs incurred. 
Except, therefore, for payments made in advance, like 
advertising for the future, there is no record of any 
previously incurred costs of intangibles to be accounted 
for as the basis of their unexpired cost, which would be 
their going-concern value; and moreover, there are, 
and can be, no logical accounting rules capable of being 
applied to the task of estimating their value at the end 
of any accounting period. Intangibles, though they 
often represent great exchangeable value, are thus 
quite outside the proper sphere of industrial accounting. 

For the reasons stated it is a mistake to suppose 
that industrial accounting necessarily extends to the 
whole exchangeable value, at any given date, of a 
profit-seeking undertaking. Industrial accounting is 
properly concerned only with that part of the whole 
exchangeable value which is represented by real capital, 
and not with that part which is paid as a premium in 
consideration of future prospects. The real capital 
employed in a business may, in some cases, amount to 
no more than a small fraction of the whole value of the 
business which may be mainly goodwill. As a result of 
the gradual organization and development of a growing 
business, the prospects of earning, in future, a greater 
percentage of profit on the capital employed may have 
been vastly improved, thus increasing the amount of 
the premium which would be asked for the business as 
a whole, although the expected greater percentage of 
profit has not yet been earned. This intangible value is 
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called commercial goodwill, and the increasing or 
decreasing value of the goodwill is naturally expressed 
in the varying amount of the premium at which a busi¬ 
ness changes hands, or at which the shares of a company 
are quoted on the Stock Exchange. When, however, 
costs have been incurred and actual money has been 
freely expended with the specific object of improving 
the future prospects of a business as, for instance, in 
the preliminary expenses of forming a company, or in 
unusually extensive advertising, an appropriate part of 
the cost may rightly be carried forward as an asset 
Under the head of unexpired payments to be gradually 
written off against the profits of future years, in the 
same way that an insurance premium paid in advance 
to cover a future period would be properly carried 
forward. 

There can be no doubt that the mistaken, but almost 
universal, custom of including the value of intangibles “ C0Utttto * 
in the fixed share capital of a company constitutes a 
great handicap to industrial accounting and the correct 
measurement of annual profit and loss. These intan¬ 
gibles include business goodwill, patent, rights, copy¬ 
rights, and monopolies of various kinds, the exchange¬ 
able value of all of which depends wholly upon future 
prospects. This custom of treating such values as being 
real capital has gradually grown up since the introduc¬ 
tion of joint stock company enterprise. Other serious 
handicaps to correct accounting are the customary 
inclusion in the initial valuation of tangible things 
made at the time of the sale of a business to a company, 
of something more than the fair going-concern values 
of those tangible things, which should never exceed the 
original cost or unexpired cost adjusted, when necessary 
to "then value"; and, again, in the case of material 
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wasting assets there is the too common failure system¬ 
atically to make fair and adequate provision for expired 
capital outlay, i.e. depreciation, obsolescence, etc. 
These unfortunate practices are, in the main, responsible 
for unsatisfactory balance sheets, and for the habitual 
inflation of industrial share capital, which should itself 
be strictly limited in amount to the fair going-concem 
values of existing things, and rights to such things, 
after deducting liabilities. 

iniuujdaiun an example of the inclusion in the fixed share 

capital of a company of the value of intangibles, suppose 
the case of a privately owned industrial undertaking 
belonging to two equal partners, with a real capital 
consisting of the going-concem values of tangible things, 
and rights to such things, amounting, after deducting 
liabilities, to £100,000; and suppose, further, that this 
undertaking is earning, and is expected to continue 
to earn, a profit averaging £20,000 per annum. This 
business is obviously a very valuable one, and a pur¬ 
chaser would expect to pay a price for its acquisition 
as a whole which would include a large premium over 
and above the actual capital employed. Such a business 
may very likely be sold to a joint stock company for 
as much as £250,000, the money—including the 
£150,000 premium—being raised, according to the 
simplest present practice, by the issue, at par, of 
250,000 shares of £1 each. The £150,000 premium paid 
for the goodwill, would then appear as an intangible 
asset under the head of goodwill in the company's 
balance sheet, and the £250,000 cash consideration 
would pass to the vendors in exchange for real capital 
amounting to no more than £100,000. This being so, 
the fixed share capital of the company should not have 
exceeded £100,000, and the premium of £150,000 paid 
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for the goodwill—the exchangeable value of the future 
prospects—should not appear in the company’s balance 
sheet, because it is not part of the company’s capital. 

The sale of the undertaking, lock, stock, and barrel, 
to the company has not increased, or altered in any 
way the real capital employed in the business. What has 
happened is that, instead of buying the shares at a high 
premium on the market from shareholders in an already 
existing company, the subscribers to the new company 
have purchased, direct from the vendors, the real 
capital at a heavy premium in consideration of the 
excellent future prospects of the undertaking. That 
this is really so will be clearer if we suppose that the 
original partners, instead of selling their undertaking 
at a premium to a new company had, in the first place, 
formed themselves into a private limited company with 
a capital of £100,000—the real capital in the business— 
divided into 100,000 shares of £1 each. Each partner 
would then have become the beneficial owner of 50,000 
shares of £1 each in a company likely to earn an annual 
profit of £20,000 equal to a dividend of 20 per cent per 
annum on the capital. 

The shares in this company, if converted into a public 
company, might at any time thereafter be offered by 
the partners for sale on the market and, having regard 
to their high dividend-earning capacity, they might 
well be sold to the public at a price averaging not less 
than 50s. per share. The result would be that when the 
whole of the shares had been sold at that price, the 
partners would have received the sum of £250,000 for 
their shares in a business, having a real capital of no 
more than £100,000, which latter amount would, of 
course, continue to be correctly shown in the balance 
sheet as the fixed share capital of the company. No 
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intangible asset would then appear under the head of 
goodwill; and the company's balance sheet would 
correctly include, only the assets and liabilities con¬ 
stituting the real capital employed by the company, 
which is the proper basis upon which to measure future 
profit and loss, being, in fact, the same as though it 
had remained a privately owned concern. 

This example clearly shows the fallacy of the practice 
of including the exchangeable value of goodwill in the 
fixed share capital of an industrial company, or in the 
capital of any other industrial undertaking. The agreed 
value of the goodwill, in this case amounting to 
£150,000, should have been merely credited in the 
company's books to the account of the vendors, and 
debited to the account of the subscribers for shares; 
and in due course the £150,000 cash when received by 
the company from its subscribers as the premium on 
the shares would be credited to the subscribers' account, 
and, on being paid over to the vendors, debited to the 
vendors' account. The transaction is complete and 
final and needs only to be properly recorded in the 
books of the company. The bargain is closed and will 
have no subsequent history. This case also well illus¬ 
trates the fundamental difference between real indus¬ 
trial profit, which always increases real capital on the 
one hand, and capital accretions arising to certain 
individuals from the transfer to other individuals of 
rights to receive super-profit expected to be earned in 
the future. The capital thus passing to the transferors 
as an accretion to them is cancelled out by the trans¬ 
ferees' simultaneous capital diminution. There has 
been no increase anywhere in real capital. It is true 
that the seller of the rights may, in past years, have 
devoted much time and skilful work to developing and 
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making valuable those rights by improving the future 
prospects but, however that may be, no tangible profit 
has yet arisen. A transfer of money from buyers to 
sellers in exchange for nothing but rights is only a 
transfer of capital from one group to another. 

It is evident that serious confusion of thought is 
involved in the present practice of thus permitting 
the fixed share capital of an industrial company to vary 
in amount dependent only upon whether the share¬ 
holders happen to acquire their holdings as subscribers 
to a new company formed for the purpose of buying a 
business direct from vendors, or whether, on the other 
hand, they buy, at a premium, in the open market, the 
shares of an already existing company which, for the 
sake of the argument, it may be assumed owns a busi¬ 
ness precisely identical in all respects. The fact is, then, 
that, under present practice, two separate companies 
may exist, side by side, each owning an exactly similar 
business, and yet one of the companies may have a fixed 
share capital of £250,000 and the other a fixed share 
capital of £100,000, which is obviously absurd. 

It is interesting to note the present legal position 
under our company law in regard to the inclusion of 
the value of intangibles like goodwill as part of the 
fixed share capital of a company. Under the provisions 
of Section 2 of the Companies Act, 1929, the memoran¬ 
dum of a joint stock company must state the amount 
of the share capital and the division thereof into shares 
of fixed amount. Then Section 124, Subsec. (1), pro¬ 
vides, inter alia , that every balance sheet of a company 
shall contain a summary of the issued share capital of 
the company, its liabilities and its assets, together with 
such particulars as are necessary to disclose the general 
nature of the liabilities and the assets of the company, 
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and to distinguish between the amounts respectively 
of the fixed assets, and of the floating assets, and shall 
state how the values of the fixed assets have been 
arrived at. It should be particularly noted that the 
assets here mentioned are confined to fixed and floating 
assets, i.e. real capital consisting of existing things and 
rights to existing things—like book debts and bank 
balances. 

But immediately following, in Subsec. (2) of Section 
124 reference is made, for the first time in our company 
law, to certain items of intangibles, like goodwill, the 
amounts of which, if ascertainable, are to be stated 
under separate headings in the balance sheet so far as 
they are not written off— 

(a) The preliminary expenses of the company; and 

(b) Any expenses incurred in connection with any 
issue of share capital or debentures; and 

(c) If it is shown as a separate item in, or is other¬ 
wise ascertainable from, the books of the company, 
or from any contract for sale and purchase of any 
property to be acquired by the company, or frdm any 
documents in the possession of the company relating 
to the stamp duty payable in respect of any such 
contract, or the conveyance of any such property, 
the amount of the goodwill and of any patents and 
trade marks as so shown or ascertained. 

The requirements of this Subsec. (2), with its reference 
to the amounts of the goodwill and of any patents and 
trade marks, clearly indicate that, as the law now 
stands, such intangibles may lawfully be treated as 
forming part of the share capital of a company, although 
this permission, by inference, seems to be somewhat 
reluctant, and to be severely qualified by the words— 
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"so far as they are not written off." The question 
inevitably arises as to whether it was not the intention 
of the earlier Companies Acts that the share capital of 
a company should be represented by real capital, con¬ 
sisting of existing things and rights to existing things, 
and by nothing else. The principal object of our joint 
stock company law was, on the one hand, to enable 
the private investor to take a comparatively safe hand 
in industry by limiting the liability of company share¬ 
holders to the amount of the share capital for which 
they subscribed, and which according to Sections 2 
and 124 (1) is apparently intended to be represented by 
real capital; and, on the other hand, to protect creditors 
by making it unlawful to reduce the amount of that 
subscribed and read capital. 

That well-known rule of our company law which 
prohibits the reduction of the capital of a company, 
except by leave of the Court, cannot have been intended 
to impose upon companies an impossible obligation 
such as would be involved in having to maintain the 
amount of the goodwill. It therefore seems clear that 
the original intention of our company legislation was, 
the natural one, that the amount of the issued share 
capital of a company should be represented, to the 
extent that it is paid up, by things which actually 
exist and which, subject only to the exigencies of sub¬ 
sequent profit and loss, can be maintained in appro¬ 
priate going-concern values to an amount not less than 
the amount of the issued and paid-up share capital of 
the company for the time being. It is indeed probable 
that the inclusion of the exchangeable value of in¬ 
tangibles to represent part of the share capital of a 
company might, under the original Companies Act, 
1862, have been successfully challenged in law as being 

M 
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Nature of 
capital 


a wrongful proceeding but, so far as is known, this was 
never done; and the custom, having been once intro¬ 
duced and gradually developed, it is now, by inference, 
recognized as a lawful practice under the provisions of 
the Companies Act, 1929. 

Before considering the proper method of measuring 
the going-concern values of the different kinds of 
industrial assets and liabilities it will be useful to recall 
the general nature of capital, wherever located, belong¬ 
ing to British subjects residing in this country. There 
is nothing in existence to represent capital except 
tangible things, i.e. exchangeable materials and com¬ 
modities in their many and various forms, including 
gold and other metallic money. All exchangeable 
values, other than materials and commodities, consist 
of personal rights of certain individuals—who we may 
call creditors—which are always set off by duties to 
be performed by certain other individuals—whom we 
may call debtors. Personal rights thus represent assets 
to some individuals and corresponding liabilities to 
others. These rights include national and local debts as 
well as other debts of all kinds, and for every debtor 
there is, of course, a cancelling creditor. 

Although, in the aggregate, debtors and creditors 
cancel each other out, yet the amounts of debtors 
and creditors must, of course, be stated in the accounts 
of individual units, because it is only in the aggregate, 
and not in the case of each unit, that they can cancel 
each other out. 

Bearing all this in mind, it is possible to obtain some 
general idea of the constituent parts of national capital 
as it actually exists, and of the proportion which each 
part bears to the whole. The position may be very 
roughly stated as follows— 
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Proportion to Whole 

n/ n/ 

Industrial property both inside and outside 
the United Kingdom, consisting of— 
Fixed assets, including land and 

/o 

7o 

material wasting assets 

Floating assets, including sale stock 

31 


and partly manufactured goods 

31 


Domestic property including land, dwelling 
houses, furniture, works of art, and 


62 

wearing apparel .... 

Government property including Govern¬ 
ment and Municipal land, dockyards, 
arsenals, public buildings, roads, bridges. 


. 24 

•ewers, etc. ..... 


14 

100 


Thus, nearly two-thirds of our whole national capital 
consists of industrial property of all kinds, roughly 
one-half of which may exist in the form of fixed assets, 
and the other half in the form of floating assets, includ¬ 
ing money—which, by the way, represents no more 
than about 1 per cent of the value of all existing 
capital. The fixed assets of industry, except freehold 
land which does not waste, are all material wasting 
assets, and they include buildings, plant and machinery, 
tools and utensils, furniture, fixtures, natural raw 
material in mines, shaft sinking and mines develop¬ 
ment, plantations and growing crops. In view of the 
fact that so large a part of our national capital consists 
of material wasting assets employed in industry, the 
fundamental importance of regularly accounting for 
the capital outlay, i.e. the unexpired cost to owners— 
on these material wasting assets as that outlay expires 
year by year, parallel with the efficient life, becomes 
very apparent. 

For the purpose of proper accounting for capital 
outlay on material wasting assets it is necessary, when¬ 
ever the undertaking of an already going-concern is 


Aocountinf 
for capital 


‘‘Than value” 
of material 
wasting 
assets 
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acquired for a lump-sum consideration, as in the 
example of the new company already given, carefully 
to distinguish that part of the purchase price which 
represented by the going-concern values of tangible 
assets including material wasting assets, from that part 
which is represented by rights in the nature of goodwill. 
And it may also be necessary, at the same time, to 
adjust the original owners' unexpired cost of the 
material wasting assets if, between the date of the 
original installation of those material wasting assets 
and the date of sale to the new owners—substantial 
fluctuations in the cost of material and labour have 
occurred. The reason is that such changes in cost would 
bear upon the possible price of new material wasting 
assets, and in new hands the undertaking begins, of 
course, a new life. The unexpired original cost, when so 
adjusted to estimated present cost of the material 
wasting assets is called the “then value," and will be 
found fully discussed in the several arbitration pro¬ 
ceedings in the well-known tramways and National 
Telephone cases. 

As an example of “then value" suppose that in the 
case of the company already set out it was known from 
the accounting records that the real capital employed 
by the privately owned industrial undertaking, which 
was sold to the new company for £250,000, included 
material wasting assets £50,000, and floating assets— 
after deducting liabilities—£50,000, the former being 
properly carried in the original owners' books at the 
original owners' unexpired cost. And suppose, further, 
that since the material wasting assets were originally 
installed, there had been an average rise in the cost of 
material and labour of 50 per cent. In that case, the 
going-concern value of the real capital of the new 
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company is £125,000—consisting of material wasting 
assets £75,000 and floating assets £50,000—and not 
£100,000 only as recorded in the accounts of the original 
owners. Therefore, that part of the total consideration 
of £250,000 which is represented by nothing but good¬ 
will is reduced from £150,000 to £125,000, owing to the 
fact that the unexpired value of the existing material 
wasting assets will be increased by the sum of £25,000 
in consequence of the interim rise in the cost of material 
and labour. The need of adjustment of material wasting 
assets to “then value” on a change of ownership has, 
of course, become much more important within the last 
twenty years, owing to the vast economic upheavals, 
and the alternate inflation and deflation of currencies, 
which have occurred within that time, and may con¬ 
tinue to occur in the future. 

We will now consider the right method of ascertain- 
ing and recording at the end of each accounting period 
the going-concern values of the various kinds of tangible 
assets. Buildings, plant and machinery, tools and 
utensils, furniture and fixtures, all properly fall under 
the definition of industrial plant which represents the 
largest and most important division of material wasting 
assets, and is the most difficult to deal with system¬ 
atically. Industrial plant comprises, in fact, all 
perishable material property of an industrial under¬ 
taking other than that primarily intended for sale. 
The common commercial view of the going-concern 
value of industrial plant in use is that it is equal in 
amount to the present owners* unexpired cost, com¬ 
puted by deducting from that unexpired cost less 
estimated residual value, an equal annual instalment 
of the cost in respect of each year of the estimated 
efficient life which has expired. All profit-seeking 
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undertakings using any class of industrial plant—and 
practically all such undertakings do so—should keep 
suitable accounting records in the form of a register of 
material wasting assets. There would then always be 
a permanent record available showing the classification 
of all capital outlay on industrial plant, and a direct 
connection would be maintained between the actually 
existing plant and the going-concern value of that plant 
as shown in the financial books, and in the annual 
balance sheets of the undertaking. Many years' history 
of any number of different classes of industrial plant 
can be recorded in a suitably designed register with very 
little clerical labour. 

The going-concern values of material wasting assets, 
being always equal to the owners' unexpired cost, are 
not affected in any way by considerations as to the 
probable cost of replacement, or as to whether the 
undertaking happens to be earning a small or a large 
percentage of profit on the real capital employed, or 
by any considerations whatever based on the estimated 
amount of future earnings. But under present practice, 
the question often arises as to what extent value in the 
nature of goodwill is sometimes inadvertently incor¬ 
porated in valuations of plant and other material 
wasting assets made at the time of the proposed sale 
of a profit-seeking undertaking to a company. It rarely 
happens at the present time that the accounting records 
of vendors can supply any reliable data as to the 
vendors' unexpired cost of the material wasting assets 
at the time of sale. If, however, a register of material 
wasting assets had been kept, it would then only be 
necessary, in order to ascertain the value of the real 
capital at the date of sale, to revise the vendors' unex¬ 
pired cost, if required, either upwards or downwards, 
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to the "then values." And thereupon the known 
going-concern values to the new owners of the material 
wasting assets as adjusted and exclusive of any addition 
for goodwill, when added to the going-concern values 
of the floating assets, less the amount of the liabilities, 
would enable the amount of any lump sum considera¬ 
tion paid for the purchasfe of a going-concern to be 
properly allocated for accounting purposes between 
real capital—which should determine the amount of 
the share capital—and goodwill respectively. 

Besides freehold land—the site of which does not 
waste—and industrial plant, the material wasting 
assets of industry include also natural raw material in 
mines, shaft sinking and mines development, planta¬ 
tions and growing crops; and the cost of all these things 
should, in like manner, be regularly accounted for year 
by year as it expires parallel with the estimated efficient 
life, over each successive accounting period. This can 
be done in co-operation with the engineers and others 
in charge of the material wasting assets by the use of 
suitable accounting equipment and systematically 
applied accounting rules. It is plain that the whole 
subject urgently needs, and will well repay, further 
study and attention. 

The other tangible assets of industry are known as SJSSf* 
floating assets, and they include stocks of raw materials, 
and of partly finished and finished goods and, in the 
case of individual concerns, books debts, bills receivable, 
and cash. The right method of valuing these at the end 
of each accounting period is well known and needs no 
discussion. Floating assets also properly include pay¬ 
ments made in advance, such as insurance premiums, 
the cost of advertising for the future and, in the case 
of a company, preliminary expenses, and all of these 
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The new 
thesis 


Suggested 
company law 
amendment 


should be gradually written off over appropriate 
periods. The valuation of liabilities is also a compara¬ 
tively simple matter and does not call for special 
comment. 

The new thesis concerning the natural limitations 
applicable to the science of industrial accounting which 
has been here discussed may be summed up as involving 
the following propositions— 

(1) That the capital of an industrial undertaking is 
equal to the amount of the going-concern values of 
things which actually exist and rights to such things 
after deducting liabilities, and 

(2) that the exchangeable values of rights to in¬ 
tangibles including business goodwill, trade marks, 
trade names, patent rights, copyrights, and other 
monopolies are not real capital or proper subjects for 
industrial accounting, and that their values, however 
great, should be banished from the industrial bal¬ 
ance sheet, and from the fixed share capital of a 
company. 

Arising out of what has been said, it is suggested that 
our company law should be so amended as to provide— 

(1) that consideration passing to vendors of goodwill, 
trade marks, trade names, patents, copyrights and 
other intangible monopolies of whatever kind shall not 
form part of the fixed share capital of a joint stock 
company, but that any such consideration may be 
raised by a premium on the issue of shares of fixed 
amount, or by the issue of participating shares no-par 
value, either free to the vendor, or to the public at an 
offered price on the market; 

(2) that every joint stock company owning material 
wasting assets shall keep a register of wasting assets 
in prescribed form, showing the cost of all material 
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wasting assets, and their estimated unexpired values 
to a going-concern at the end of each accounting 
period; 

(3) that every balance sheet of a joint stock company 
shall be drawn up in prescribed form, or in such modi¬ 
fied form as may be approved by the Board of Trade; 
that every balance sheet shall show on the face of it, 
under the head of either “surplus" or “deficit” the 
amount of the surplus or deficit affecting the company’s 
fixed share capital at the date to which the balance 
sheet is made up; and that every balance sheet shall 
contain the words "as a going-concern” immediately 
after the heading “Balance Sheet.” 

It may be noted that, with existing assets correctly 
stated at their going-concern values, a company balance 
sheet can properly be said to exhibit a true and correct 
view of the state of the company’s affairs only on the 
assumption that the company is, and may fairly be 
considered as likely to remain, a going-concern. That 
fundamental question must depend mainly upon 
trading results, and, therefore, a balance sheet should 
always show on the face of it, under the head of either 
"surplus" or “deficit,” the trading results of the past 
year, and the allocations which have been made to 
dividends, taxes, and so on; otherwise a balance sheet 
does not contain the information required to form a 
true and correct view of the state of a company's affairs. 

The trading results of any year to be shown on the 
balance sheet should include only the results of those 
happenings within the year which can reasonably be 
regarded as inherent to that year’s ordinary trading of 
the undertaking, and so as being of a more or less nor¬ 
mal nature. It follows, therefore, that abnormal hap¬ 
penings of importance within the year should always 
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be shown as separate items on the face of a balance 
sheet under the head of either "surplus” or "deficit.’' 
A balance sheet is certified as exhibiting a true and 
correct view of the state of a company’s affairs, and 
therefore it should obviously contain not less than the 
information reasonably necessary to enable an opinion 
on that subject to be formed. 

The common adoption by industrial companies of 
the methods of finance which have been indicated 
would enable the annual profits and losses of industry 
to be much more accurately computed than at present, 
and company balance sheets would soon begin to 
exhibit a comparatively true and correct view of the 
state of a company’s affairs. Valid objection to control 
by legislation disappears when, as in this case, the 
proposed legislation would merely enact the due 
observance of certain natural rules which should always 
have been universally and inflexibly applied in practice. 
For these weighty reasons it seems that our company 
law might well be amended, along the lines suggested, 
the proposed changes being made obligatory for all 
new industrial companies, and for all new issues of 
industrial capital, while allowing to existing companies 
a reasonable period of years in which to carry out any 
necessary re-organization of their fixed share capital. 

The use of shares no-par value should certainly be 
authorized, and freely permitted by law. This financial 
device offers a suitable and convenient means, alter¬ 
native and supplementary to the premium on the par 
value of shares of fixed amount, to represent mere 
rights or equities, the value of which depends wholly 
upon the probability of earning, in years still to come, 
profits over and above ordinary competitive profits. 
The use of shares no-par value was first authorized in 
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Germany as long ago as the year 1865. In America the 
earliest no-par value law was enacted by the State of 
New York in 1912 and, thereafter, the other American 
States gradually came into line. In Canada statutory 
recognition was granted to the principle in the year 
1917. It is stated on good authority that when common 
stocks of no-par value were first issued, the general 
impression gathered by the public was that such stocks 
represented goodwill, trade marks and other intangibles 
of uncertain and constantly fluctuating value. Unfor¬ 
tunately, both in America and Canada, shares of no-par 
value are now commonly issued indifferently against 
both tangible and intangible assets. This should not 
be so, because the practice transgresses the proper 
principles of sound finance. 

It may be noted that outside investments held by an 
industrial company for the temporary employment of 
surplus capital would be rightly treated as forming 
part of the fixed share capital of the company, just as 
are bank deposits and other temporary investments. 
It will be observed that such undertakings as banking, 
insurance, financial and trust companies would be but 
little affected by the proposed amendments in our 
company law, except to the extent that they own 
material wasting assets. 
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APPENDIX 


The tables contained in this Appendix will be found 
useful in computing the value of commercial goodwill. 
The tables include— 

A. Summary of tables showing present value at 
rates of interest from 4 per cent to 20 per 
cent of constant and diminishing annuity 
of £100. 

B. Tables showing present value at rates of inter¬ 
est from 12£ per cent to 20 per cent of constant 
annuity of £100. 

Note .—The lower rates of interest are omitted 
from this table because they are contained in 
the ordinary mathematical tables. 

C. Tables showing present value at rates of interest 
from 4 per cent to 20 per cent of an annuity 
diminishing by equal sums. 


177 




SUMMARY OF TABLES SHOWING PRESENT VALUE, AT RATES OF INTEREST FROM 4% TO 20%, 
OF CONSTANT AND DIMINISHING ANNUITY OF £100 
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TABLES SHOWING PRESENT VALUE, AT RATES OF 
INTEREST FROM 124 % TO 20%, OF CONSTANT 
ANNUITY OF £100 


Year 


12*% 

15% 

I7|% 

20% 

1 


88*89 

86*96 

85*11 

83-34 

2 


79*01 

75-62 

72*44 

69*45 

3 


70*23 

65*76 

61*65 

57*87 


throe yean* 
annuity 

238*13 

228*34 

219*20 

210*66 

4 

62*45 

57*18 

52*47 

48-23 

5 


55*51 

49*72 

44*66 

| 40*19 








five yean* 
annuity 

356-09 

335*24 

316*33 

299*08 

6 

49-34 

! 43*24 

38*01 

33-40 

7 


43*86 


32*35 

27-91 

8 


38*99 

32*70 

27*53 

23*26 

9 


34*66 

28*44 

23*45 

19-38 

10 

Present value 

30*81 

24*73 

19*96 

16-15 







ten years’ 
annuity 

553*75 

501*95 

457*63 

419*27 

11 

27*39 

21*51 

16*99 

13-46 

12 


24*35 

18*70 

14*46 

11-22 

13 


21*64 

16*26 

12*31 

9*35 

14 


19*24 

14*14 

10*48 

7-79 

15 


17*10 

12*30 

8*92 

6-49 


Present value 
fifteen years' 
annuity 

j 

663*47 

584*86 ! 

520*79 

467*58 

16 

15*20 


7*59 

5*41 

17 


13*51 

1 9*30 

6*43 

4*51 

18 


12*01 


5*47 

3*76 

19 


10*68 

7*04 

4*66 

3-13 

20 

| 

9*49 

6*12 , 

3*97 

2-81 


Present value 





; 

twenty years' 
annuity 

724*36 

626*11 

548*91 

487*00 

21 ! 


8*44 


3*38 

2*18 

22 


7*50 


2*88 

1-82 

23 


6*67 


2*45 

1-52 

24 


5*93 

3*51 

2*09 

1*27 

25 


5*27 

3*05 

1*78 

1*06 

26 


4*68 

2*65 

1*51 

-89 

27 


4*16 

2*31 

1*29 

•74 

28 


3*70 | 

2*01 ; 

1*10 

•62 

29 


3*29 

1*75 

•94 

•52 

30 

Present value 

2*92 

1*52 

•80 

*43 


thirty years’ 
annuity 

776*92 

656*89 

567*13 

498-05 
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Year 


«2*% 

i«% 

17J% 

20% 

31 


2*60 

1-32 

•68 

♦36 

32 


2*31 

1-15 

•58 

•30 

33 


2*05 

1-00 

•49 

•25 

34 


1*82 

•87 

•42 

•21 

35 


1*62 

•76 

•36 

•18 

36 


1*44 

•66 

*31 

•15 

37 


1*28 

•57 

•26 

•13 

38 


1*14 

•50 

•22 

•11 

39 


1*01 

•43 

•19 

•09 

40 

Present value 

•90 

•37 

•16 

•07 


forty yesurs* 
annuity 

793*09 

664*52 

570-80 

499*90 

41 


•80 

•32 

•14 

•06 

42 


•71 

•29 

•12 

•05 

43 


*63 

•25 

•10 

*04 

44 


•56 

•22 

•09 

•03 

45 


•50 

•19 

•08 

•02 

46 


■44 

•17 

•07 

•01 

47 


•39 

•15 

•06 


48 


•35 

•13 

•05 


49 


•31 

•11 

*04 


50 


•28 

•10 

•03 



Present value 






fifty years’ 
annuity 

| 798-06 

666-45 

571*58 


51 


•25 

•09 



52 


•22 

•08 



53 


•20 

•07 



54 
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PRESENT VALUE, AT VARIOUS RATES OF INTEREST, OF AN ANNUITY DIMINISHING BY EQUAL SUMS 
OVER FIFTY YEARS, COMMENCING WITH £100 DUE AT END OF THE FIRST YEAR 
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Note. —An index to a book should be something more than a mere 
list of the subjects discussed in the book. An index should be a 
good key to the contents, and should also be useful as a digest of 
file contents. Furthermore an index should be worth inspecting 
lor ideas which it may suggest to an inquirer. 


Ability required 21, 74, 126; 

may deteriorate, 55 
Absence of any accepted basis 
of valuing, 105 

- of competition, 149 

Accountant’s practice, 36 
Accounting rules, 154 
Accounting value of goodwill 
no guide to present value, 44, 
90; permanent value fallacy, 
76; treatment in accounts, 
76-91 

Accounts, only purchased good¬ 
will is recorded in, 22; treat¬ 
ment in accounts of purchased 
goodwill, 76-91 
Accrued profit is capital, 155 
Administration expenses, pro¬ 
digal increase in, 74 
Advertising, 32, 56, 156, 169 
Agent’s connection, 37 
Alert purchaser, 24, 34, 71 
Alienation of commercial good¬ 
will for debt, 15 
Amalgamations, danger of, 55 
Amazing stories of success, 120 
Analysis of British national 
capital, 131—136 
Ancient use of the term "good¬ 
will,” 1 
Annual— 

annuity value as a guide to 
value of goodwill, 19 
difference in value is small 
between 20 years' and 100 
years’ 10 per cent annuity, 

ditto, ditto, 20 per cent an¬ 
nuity, 56 

difference between annuity 
and lease, 94 
drawings, 85, 91 
method of computing value, 27 


Annual ( contd )— 

price varies with term of years 
and rate of interest, 79 
provision to write off cost of 
goodwill needed, 24, 76—91 
tables, 176-188 
10 per cent three years’ con¬ 
stant, 26 

20 per cent three years’ con¬ 
stant, 27 

20 per cent three years’ dimin¬ 
ishing, 28 

Annuity, terminating, 149 
Anticipation, value of goodwill 
based on, v, 54, 60, 100 
Appendix, 175-188 
Appropriating profits in ad¬ 
vance, 78 

Architect's practice, 36 
"As going-concern" valuations, 
103 

Author’s work, 100 
Average capital, 49 


Balance sheet of limited com¬ 
pany, 57 

difficulty of judging value of 
shares from, 61 
purchased goodwill as perma¬ 
nent asset, 77 

suggested note of present 
value of goodwill, 90 
values, 58, 77, 90 
Banking connection, 31 
Bankruptcy, trustee in, 15 
Bargain should be adhered to, 
85 

Barrister’s practice, 36 
Barter, 126, 138 
Baseless rumours, 61 
Bases of plant valuation, three, 
107 
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COMMERCIAL GOODWILL 


Basis— 

of national capital valuations, 
124 

of value of goodwill, 18,21,103 
Bear operations in shares, 57 
Bonus shares, 118, 120 
Book debts, value of, 24, 61 

- value of goodwill no guide 

to present value, 44 
British national capital, 126-141 

-debt. (See National 

debt) 

Brock A Co. v. Pain, 11 
Buildings— 
as capital, 124 
value of, 24, 61 

Bulk of value of goodwill not 
recorded in accounts, 22 
Bull operations in shares, 57 
Business connection, goodwill 
includes, v 

-, definition of, 3 

- organizer’s work, 100 

Canvassing old customers, 17 
Capital— 

definition of, 124, 154 
further capital needed by 
company, 61 

in permanent form should not 
be issued for goodwill, vii, 
43, 81, 158 

in professional practices, 38 
invested or risked, 121 
nature of, 164 
when small, 32 

Capitalization of income-tax 
statistics, 126 

- of tenant's part of higher 

rental value, 149 
Certificates of value, 104 
Change of public taste or cus¬ 
tom, 33, 55. 70, 116 

- of trade, 147 

Changing conditions, 25, 33, 55, 
70 

Character of British national 
capital, 131, 165 
Cinema company prospectus, 114 
Circular or prospectus, 118 
Claims, how they arise, 142 

- practically restricted to 

retail trade, 147 

Classes of enterprise, distinc¬ 
tions between, 34 


Colonial government securities, 
125, 136 

Commercial goodwill. (See 
Goodwill) 

Commodity-character of money 
109, 126, 154 

Common law, goodwill protected 
by, v, 2 

Common stock, 118 
Companies Act, 1929, 161 
Company law amendment, 170 
Company prospectus pitfalls, 
103-123 
Comparison— 

annuity and lease, 94 
goodwill purchased with good¬ 
will created, 77 
life of business with life of 
man, 70 

value of 20 years’ and of 100 
years' 10 per cent annuity, 
55 

value of 20 years' and of 100 
years’ 20per cent annuity, 56 
Compensation for tenant's good¬ 
will, 142-153 

Competing business, 5, 14, 15, 
20, 55, 70 

Competition, 25, 70 
Competitor, 14, 20 
Concession outside United 
Kingdom, 101 
Connection of customers, 2 
without exchangeable value 
may be highly prized, 21 
Consideration for purchased 
goodwill redeemable form of 
security, 91 

Contractor's connection, 37 
Co-operation of capital and 
human effort, 138 
Copyright— 

alienation for debt, 15 
Copyright Act, 1842, 12 

-, 1911, vi, 2, 12 

goodwill includes, v 
without exchangeable value 
may be highly prized, 21 
Cost of production, advertising, 
and selling, 56 

Creation of goodwill, 22, 77, 100 
Creditors as a set off against 
debtors, 125, 164 
Criticism of usual form of defini¬ 
tion of goodwill, 2 
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Crown, rights of, to use inven¬ 
tion, 9 

Crutweil v. Lye, earliest reported 
decision on goodwill, 2 
Cumulative preferred stock, 118 
Currency innation, 109, 125, 167 

Dangbr of great amalgamations, 
55 

Death of owner, 37 

-- partner, 39, 49 

Debentures and participating 
preferences shares, 115 

-for purchased goodwill, 81, 

85 

Debts, 24, 61, 125 
Decay, signs of, 70 
Decreasing profits and purchased 
goodwill, 76 

Deferred debentures for pur¬ 
chased goodwill, 81,85,91 

- payment for goodwill, 42 

- shares. 103. 111-123 

Definitions— 
business, 3 

capital existing, 124, 164 
economic expenditure, 19 
goodwill, vii, 2 
invention, 7 

Lord Eldon's, of goodwill, 2 
Lord Macnaugh ton's and 
others, of goodwill, 13, 14 
monopoly, 5 
normal development, 67 
present exchangeable value, 
125 

private undertaking, 36 
public company, 54 
real profit and loss, 155 
super-profit, 18 
trade, 3 

- mark, 10 

- name, 9 

Degree of risk, rate of interest 
depends on, 20 

Demand of public may slacken 
or cease, 25 
Dentist's practice, 36 
Depreciation— 

and wasting assets, 109, 130, 
158 

of investments, 50 
of plant, measurement of, 108 
Descriptive circular or propec- 
tus, 118 


Designs— 

goodwill includes, v 
registration of, 9 
Deterioration of directing abil¬ 
ity, 55 

Development of suburb, 150 
Diminishing accounting value of 
purchased goodwill, 25, 32, 
38, 39, 76 

Directing ability, 67 
may deteriorate, 55 
Directors accepting office with¬ 
out sufficient thought, 19 
Disadvantages of old method of 
valuing goodwill, 52 
Discriminating investor, 24, 34, 
71 

Dissolution of partnership, 17, 
38. 39 

Dockyards as capital, 125 
Doctor's practice, 32, 36 
Drawings, annual, 85, 91 

Earlier existing goodwill, cost 
should be gradually written 
off, 76 

East India merchants' and 
agents' business. 40 
Economic expenditure, meaning 
of, 19 

- meaning of the term 

"goodwill," v 

- unit of size in industry, 

55 

Efficient life of plant, 105 
Effort (past) in seeking profit, v, 
2, 18, 32 

Eldon, Lord, definition of good¬ 
will, 2 

Eminent practitioner, 37 
Enterprising management, 74 
Established, connection, where 
super-profit arises out of, 31, 
54, 62 

Estate duty statistics, 140 
Exceptions to rule governing 
exchangeable value of good¬ 
will, 20 

Exchangeable materials and 
commodities represent exist¬ 
ing capital, 125, 138, 164 
Exchangeable value— 

goodwill may or may not have, 
v, 19 

in terms of standard, 110 
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Executors of deceased partner, 
39, 49 

Existing business, 2 
Expired capital outlay, 18, 57, 
61. 76 

and income tax, 92, 130 

Factories, etc., 103 

-as capital, 124 

Factors to be regarded in valu¬ 
ing goodwill, 23 
Fall in annual profits, 55, 69 
Farmer's capital, 132 
Fashion, change of, 33, 55 
Fishing rights, 145 
Fixed share capital, 158 
Floating assets of limited com¬ 
pany, 57, 61, 169 
Fluctuating— 

cost of material and labour, 105 
interest, 91 
profits, 70, 88 

Forced sale of goodwill, 37, 51 
Foreign government securities. 
125, 136 

- vendor, 101 

Founders’ shares. 111 
Freedom of trade, 3 
Freehold land, 104 
Fully paid shares, 110 
Furniture as capital, 124,127,133 
Future income tax, 35, 39, 40, 
46, 50, 51. 52, 65, 101 
Future probabilities— 

may deteriorate though pro¬ 
fits increase, 54, 76 
value of goodwill depends 
upon, 19 

Future production, 136 
- super-profit. 18, 54, 90, 102 

Gambling instinct, 56 
Gilt-edged securities, interest 
sometimes 5 per cent, 23 
Going-concern profits, basis 
value, 108 

-value, 103—106, 167-170 

Going-concerns, 154 
Gold standard of value, 109, 125, 
138 

Good reputation, a form of 
goodwill, 1 
Goodwill— 

acquired either by industry or 
by purchase, vi 


Goodwill (contd *)— 
alienation for debt, 15 
ancient use of the term* 1 
attached to trade premises, 
14, 142 

company-prospectus pitfalls, 

deferred payment for, 42 
diminishing by equal sums, 32 
dissolution of partnership, 17 
early obscurity of, 1 
effect of interest on value, 28, 
30 

factors in valuing, 23 
included in valuations of 
national capital, 124-141 
income-tax factor, 35, 92 
interpretation, of 143 
is generally assumed to possess 
exchangeable value, v 
is legal property, v, 1 
legal meaning is restricted, vi 
Lord Eldon’s definition of, 2 
Lord Macnaughton’s and 
other’s definitions, 13, 14 
most valuable kinds. 33 
new definition of, vii, 2 
old definition of, 2 
only purchased goodwill is 
recorded in accounts, 22 
permanent share capital is¬ 
sued for, is wrong, vii, 43, 
158-164 

personal and local, 14 
position of vendor of, 14 
private undertakings, 36—53 
professional practice, 38 
public companies, 54-75 
super-profit theory of value, 
21 

treatment m accounts, 76-91 
value of goodwill included in 
plant valuations, viii, 105, 
157 

value is present value of 
future super-profit, vii, 18, 
24 

varying conditions out of 
which value may arise, 30 
what part of premium on 
shares due to ? 58 
wild estimates of value, 18 
without exchangeable value 
may be highly prized, 21 
Governing directors, 50 
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Government property as capital, 
125, 133, 165 

Great amalgamations, 55, 67 
Growing crops, 132 
Guilds of traders abolished in 
1835, 4 

Handicaps to industrial ac¬ 
counting, 157 

"Heads I win, tails you lose,*' 
121 

Hidden reserve, 60 
History of goodwill, 1-17 

- industrial plant, 109 

Houses, value of, in the United 
Kingdom, 132 
Human effort, unit, 126 

- life period compared with 

super-profit period, 79 

ILLUSTRATIONS, vii 
death of partner, 39 
deferred payment for good¬ 
will, 42 

difference between annuity 
and lease, 94 

effect of income-tax factor, 35 
effect of interest on value of 
goodwill, 28, 30 
goodwill included in plant 
valuation, 106 
inflated share capital, 158 
issue of shares at a premium,62 
market quotation of shares at 
a premium, 57 
nature of capital, 164 
of cinema and cafe company 
prospectus, 114 
of manufacturing company 
prospectus. 111, 118 
partnership converted into 
limited liability company,41 
private limited company, 
death of one or two share¬ 
holders, 49 

retirement of partner, 38 
tests of stock exchange values, 
68-75 

writing off cost of purchased 
goodwill, 83-89 
10 per cent three years" con¬ 
stant annuity, 26 
20 per cent three years’ con¬ 
stant annuity, 27 
20 per cent three years’ dimin¬ 
ishing annuity, 28 


Imitators attracted by super¬ 
profits, 25 

Impersonal connection, 37 
Importers and exporters of 
chemicals, 49 

Income tax, 35, 39, 40, 46, 50, 
51, 52, 65. 73 

and purchased goodwill, 92- 
statistics, 126 

wrongly assessed on whole 
amount of annuity, 98 
Increase in administration ex¬ 
penses, 74 

Increasing profits and purchased 
goodwill, 76 

Indian government securities, 
125, 136 

Industrial accounting: a new 
thesis, 154-173 

- enterprise, normal interest 

10 per cent, 23 

- organizer's work, 100 

- plant, 93, 103-109 

Industry or production, capital 
employed in, 124, 135, 165 
Inflated income-tax statistics, 
140-1 

- share capital, 158 

Inflation of currency, 109, 125, 
167 

-, pre-war absence of, 138 

Inherently wasting assets, 92, 
103-109 

Insurance company, value of 
shares, 72 

- connection, 31 

Intangibles, 155 
Interest— 

and income-tax statistics, 130 
effect of, on value of goodwill, 
28, 30 

factor limits period of value 
of goodwill, 55, 79 
in professions less than in 
trades, 32 
normal rate of, 18 
10 per cent in trades, 33, 55, 80 
20 per cent in speculative ven¬ 
tures, 34, 56, 80 
Invention, meaning of, 7 
Inventories of plant, 106 
Inventory method of valuing 
national capital, 140 
Inventor’s work, 100 


o 
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I nvestments— 

annuity and lease compared, 
94 

depreciation of, 50 
Joint-stock enterprise, need of 
sounder finance, 89, 91, 158 

Labour, fluctuating cost of, 105 
Land, 60, 104, 124 

income-tax on annual value, 
93 

value of, in the United King¬ 
dom, 132 

Landlord and Tenant Act, 1927, 
142 

absence of competition, 149 
capitalization of tenant’s part 
of higher rental value, 149 
change of trade, 147 
claims practically restricted 
to retail trades, 147 
goodwill attached to trade 
premises, 142 
how claim may arise, 142 
interpretation of goodwill, 143 
methods of computing claims, 
148-153 

nature of new principle, 144 
ofler of higher rent, 149 

-, renewal, 151 

proof of exchangeable value, 
148 

tenancies to which Act applies, 
144 

time limits for claims and 
notices, 145-147 
useful check on landlords, 153 
Large undertakings, 55 
Leake’s Register of Industrial 
Plant, 108, 168 
Leaseholds, 61 

compared with annuity, 94 
income tax on annual value, 
93 

Legal goodwill, vi, 2, 13, 15 

- meaning of goodwill, 2, 13 

- property, goodwill is, v 

Letters patent, 6 
Licence, existence of, 148 
Life annuities, 93 
Limit in years, 31, 33, 54, 55 
Limitations to method of valu¬ 
ing national capital, 128 
Limited participation preference 
shares, 110 


Local goodwill, 14 

- loans, 125, 133 

-property as capital, 125, 

133 

Location of British national 
capital, 131 

Logical accounting rules, 154 
Long-distance estimates, 58 
Losses, treatment of, in income- 
tax statistics, 129 
Lumping together values is 
unsatisfactory, 105 
Lump-sum consideration, 166 

Magna Charta, 3 
Management, remuneration for, 
18 

Manufacture, cost of, 56 
Manufactured goods as capital, 
124 

Manufacturer’s connection, 37 
Manufacturing company pros¬ 
pectus, 111,118 

Market quotation of shares, 57, 
90, 157 

Material or commodity— 

all inherently wasting assets 
consist of, 93, 97 
fluctuating cost of. 105 
represents existing capital, 
124, 158 

Mathematical interest tables, 40 
Maturity of a business, 70 
Measurement— 

of value of goodwill, 79 
of value of plant, 108 
Medical practice, 32, 36 
Merchant’s connection, 37 
Merchant Shipping Act, 1894, 4 
Methods of computing claim? 
148-153 

Mills, factories, etc., 103 

-,-, as capital, 124 

Mines as capital, 124 
Minimum wage of money, 23 
Money— 

as capital, 125, 133, 136 
can always obtain normal 
interest, 22 

is a commodity, 94, 109 
Money, Sir L. Chiozza, 128, 133 
Monopolies— 

Crown cannot generally grant, 3 
definition, 5 
I goodwill includes, v 
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Municipal Corporations Act, 
1835, 4 

National capital valuations— 
difficulties of future, 140 
includes value of goodwill, viii, 
124-141 

National debt, 125, 133, 140 

- telephone arbitration, 105 

Natural raw materials, 03 
Nature of goodwill, 1 

-of principle, Landlord and 

Tenant Act, 1927, 144 
New accounting thesis, 154, 170 

-inventions, 25, 32, 34, 54 

-partners, 40 

- profit-seeking undertaking, 

31, 34, 54 

New shares at a premium, 62 
No common agreement on ac¬ 
counting treatment of pur¬ 
chased goodwill, 76 
Nominal value shares, 103 
“ No par value ” shares, 103, 117, 
172 

Normal developments, 67 
Normal rate of interest, 18, 139 
10 per cent m trade not exces¬ 
sive, 33 

20 per cent in speculative ven¬ 
tures, 34 

“Nothing is paid for goodwill,’’ 
104 

Number of years' purchase, 
limit of, 33 

Obsolescence, 158 
Offer of higher rent. 149 

- of renewal, 151 

Old customers, 2 
canvassing, 17 

Old Metal Dealers Act, 1861, 4 
- writers. 1 

Omissions from prospectus, 121 
Optimistic statements in pros¬ 
pectus, 120 [33 

Ordinary business aptitude, 32, 

- shares, 58, 63, 76 

-issued fully paid, 110 

Organizing ability, 56 
Origin of goodwill, 1 
Outside investments, 173 
Owners’ death, 37 

- services, 79 

- unexpired cost, 168 


Participating preference 
shares, 64 

ranking between debentures 
and deferred shares, 114 
Partnership— 

converted into limited lia¬ 
bility company, 40 
death of partner, 39 
dissolution of, 17, 38 
plan for writing off purchased 
goodwill, 88 
Partners' services, 38 
Past profits as guide to the 
future, 19, 90 
Patents— 

alienation for debt, 15 
goodwill includes, v 
meaning of the word, 7 
new undertakings, 32, 54 
Patents and Designs Acts, 
vi, 2, 6 

wild estimates of value, 18 
without exchangeable value 
may be highly prized, 21 
Payment for purchased goodwill, 
76 

Payments made m advance, 156, 
169 

Period over which value of 
goodwill has arisen, 77 
Permanent share capital, issued 
for goodwill is wrong, vii, 81 
Perpetuity— 

super-profit is not, 23,33,44,54 
with interest at 10 per cent. 
95 per cent of present value 
expires in th*rty~one years, 
80 

Personal goodwill, 14 
Personal skill— 

where super-profit dependent 
on, 31, 36, 38 

where super-profit not depen¬ 
dent on, 67 

Personal view of valuer, 105 
Phenomenal developments, 
stories of, 120 

Pitfalls for the investor, 103-123 
Place-name as trade-mark, 10, 11 
Plant and machinery, value of, 
24, 61 

Plant valuations— 

include sometimes value of 
goodwill, 106, 157 
three distinct bases, 107 
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Popular tastes, habits and cus¬ 
toms, 31, 33 

Preference shares, 58, 63 
limited participation, HO 
ranking between debentures 
and deferred shares, 114 
Preliminary expenses, 50, 157, 
169 

Premises, situation of. 148 
Premium— 

for purchase of lease compared 
with value of goodwill, 22 
on shares may be distributed 
as dividend, 65 
on shares not assessable to 
income tax, 65 

rule for ascertaining value of 
goodwill involved, 65 
shares issued at a, 62 
share quotations at a, 57, 157 
Present exchangeable value, 125 

- goodwill worth next to 

nothing twenty years ago, 77 
Price paid for purchased good¬ 
will, 78 

Private dwellings as capital, 124, 
132, 165 

Private undertakings and good¬ 
will, 36—53 

plan for writing off purchased 
goodwill, 88 

private limited company, 
death of one of two part¬ 
ners, 49 

valuing goodwill of, 37 
Probability of new inventions, 56 
Produce broker’s connection, 37 
Production, cost of, 56 
future. 136 

Professional practices, 36, 38 
Profit and loss, real, 155 
Profit-seeking undertakings— 
of world-renown, 33 
varying conditions of, 30 
Profits— 

decreasing, 55, 69, 76 
estimates of, 111-123 
greater accuracy needed in 
computing, 109, 172 
over-stated, 61 
taken by vendors, 110-123 
Proof of exchangeable value, 148 
Property— 

goodwill is legal, v 
not yielding income, 126 


Proprietor’8 services, 79 
Prospectus— 

caution needed, 103 
of cinema and cafe company, 
114 

of manufacturing company, 
111,118 

wild estimates contained in. 
19,56 [165 

Public buildings as capital, 125, 

- companies and goodwill, 

54-75, 158 

Public company prospectus pit- 
falls, 103-123 

- Health Acts, 4 

- taste or custom, change of, 

31, 33 

Publishers’s connection, 37 
Purchased goodwill— 

and income tax, 92-102, 139 
compared with created good¬ 
will, 77 

only, recorded in accounts, 22 
permanent share capital for, 
wrong, 81, 158-164 
treatment in accounts, 76-91 
Purchaser of goodwill, deferred 
position of, 24 

Qualified practitioner, 20 

Railways as capital, 124 
Ratio of administration ex¬ 
penses, 74 
Raw materials, 93 
Real profit and loss, 155 
Reasoning faculties in valuing 
goodwill, 79, 90 

Record in accounts of purchased 
goodwill, 76-91 

Redeemable securities for pur¬ 
chased goodwill, 81, 85, 91 
Redemption of stock, 117, 119 
Redistribution of wealth, 140 
Reduction of share capital, 163 
Register of wasting assets, 106, 
108, 168 

Remuneration for management, 
18 

Repayment of share capital 
illegal, 81, 163 
Reputation of tenant, 150 
Reserves, 59, 63, 68, 77 
hidden, 60 
investment, 73 
overstated, 61 
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Residual value, 105 
Restraint of trade— 
by agreement, 5 
by custom, by statute, 4 
Restrictions of landlord, 148 
Retail stores connection, 31 
value of shares, 68 
Retailer's connection, 37 
Retirement of barrister, 37 

-of partner, 38 

Rights— 

goodwill consists wholly of, 
v, 2 

growing out of past effort, vi, 2 
of Crown, 9 

of different classes of shares, 
103 

of tenant of leasehold prem¬ 
ises, 142 

purchase of rights to future 
profits, 92 

to tangible things, 155 
without exchangeable value 
may yet be highly prized, 
21 

Risk— 

m professions less than in 
trades, 32 

rate of interest depends on 
degree of, 20, 80 
Rival businesses, 55 
Rough-and-ready estimates of 
vsdue of goodwill, 18, 78 
Rule-of-thumb price-fixing, 79 

" Safe as the Rank of Eng¬ 
land,'' 69 

Sale of business implies sale of 
legal goodwill, 15 

- of goodwill to remaining 

partner, 38 

Schemes for writing off pur¬ 
chased goodwill, 81-89 
Science of accounting, 154 
Selling, cost of, 56 
Shaft sinking, 93 
Share capital— 

permanent form for goodwill 
is wrong, vii, 81, 158-164 
redeemable preference, 81 
Shareholders— 

more information needed by, 
89,171 

resent writing off purchased 
goodwill, 77 


Share-market manipulation, 61 
Shares issued at a premium, 62, 
170 

Shares issued fully paid, 110 
Shares no par value, 172 
Share values, 52, 57, 90 
Shipbroker's connection, 37 
Shipping as capital, 124 
Signs of decay, 70 
Sinking Fund, 117, 119-122 
Situation of premises, 148 
Skill, special, sometimes needed 
in profit-seeking, 20, 36 
Small businesses, 37 
Solicitor's practice, 32, 36 
Sound finance, 49, 85 

need for adoption of rules, 89, 
154 

Spasmodic writing off unsatis¬ 
factory, 76 

Special knowledge and qualifica¬ 
tions sometimes needed in 
profit-seeking, 20, 32 
Speculative property. 24, 33, 80 
Stamp, Sir J., 124, 128, 130. 138 
Standard gold, 126 
Statistics of income tax, 126-130 
Statute law, commercial good¬ 
will protected by, v 

- of monopolies, 6 

Statutory profits, 128 
Stimulus to good work provided 
by sound finance, 49 
Stock-broker's connection, 37 
Stock Exchange values tested— 
great retail business, 68 
insurance company, 72 
Stock-in-trade, value of, 24, 61 
Stock subscription agreement, 
118 

Structural suitability, 148 
Super-profit, vii, 18 

can never exist permanently, 
25, 80, 149 

income-tax factor, 35 
most valuable kind, 33 
period uncertain but limited, 
79 

theory of value, 21 
varying conditions out of 
which may arise, 30 
Supply and demand, 126 
Supposed reserve may be & 
myth, 61 

Surgeon’s practice, 36 
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Surname as trade mark, 12 
Surplus or deficit, 171 
Surveyor's practice, 36 
Surviving value, 27, 37 

Tables— 

constant annuity at rates 
12£ per cent to 20 per cent 
178-179 

diminishing annuity at rates 
4 per cent to 20 per cent, 
180-188 

illustrating rule as to value of 
goodwill when shares issued 
at a premium, 66 
showing difference between 
annuity and lease, 95 
showing number of years re¬ 
quired to write off cost of 
goodwill, 82 

showing vendor's share of 
future super-profit, 84 
summary of constant and 
diminishing annuities, 177 
ame limits for claims and 
notices under Landlord and 
Tenant Act, 1927, 145-147 
Tangible things, 155 
Taste, change of, 33, 55 
Temporary character of super¬ 
profit, 25 

Tenancies under Landlord and 
Tenant Act, 1927, 144 
Term of patent, 7 
Terminating annuity, 149 
Test— 

against old method oi valuing 
goodwill, 51 

of Stock Exchange values of 
great retail business, 68 
of Stock Exchange values of 
insurance company, 72 
“Then-value" of plant, 24, 104- 
106, 165-167 

Theory of future super-profit, 21 
Time limits, 145-147 
Trade— 

definition of, 3 

normal interest 10 per cent, 
33, 55, 80 
Trade marks— 

alienation for debts, 15 
definition of, 10 
goodwill includes, v [54, 67 
most valuable connection, 33, 


Trade marks (contd .)— 
place-name as, 11 
surname as, 12 

Trade Marks Act, 1905, v, 2, 
10 

-Registration Act, 

1875, 10 

without exchangeable value 
may be highly prised, 21 
Trade name— 

alienation, for debt, 15 
as trade mark, 10 
definition of, 9 

most valuable connection, 33 
54, 67 

without exchangeable value 
may be highly prized, 21 
Tramways arbitration, 105 
Transfer— 

of legal goodwill, 15 
of rights to future profits, 99 
Treatment in accounts of pur¬ 
chased goodwill, 76-91 
Trustee in bankruptcy, 15 

Uncalled capital, 73 
Undistributed profits, 57, 63 
Unexpired capital outlay, 105 
Unexplored sources of super¬ 
profit, 33, 56 

Unit of human effort, 126 
United Kingdom— 

capital inside and outside, 124 
vendor of goodwill outside, 101 
Unknown factors in new under¬ 
taking, 56 

Use of name of old firm, 16 

Valuation of plant— 

should disregard volume of 
profit arising, 106 
three distinct bases, 107 
Value— 

and valuations of national 
capital, 124-141 
basis of valuing, 103, 105 
British national capital, 126- 
141 

deferred payment for, 42 
effect of interest upon, 28, 30 
income-tax factor, 35 
is fair present value of future 
super-profit, 24 
of goodwill included in valua¬ 
tions of plant, 105, 157 
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Value (contd .)— 

of private undertakings, 36-53 
of professional practice, 38 
of public companies, 54-75 
private limited company, 
death of one of two share¬ 
holders, 49 

rule for ascertaining value of 
goodwill involved when 
shares issued at a premium, 
65 

tests of Stock Exchange 
values, 68-75 

treatment in accounts, 76-91 
value of goodwill, 18 
varying conditions out of 
which value may arise, 30 
Valuer's certificates, 104 
Varying conditions out of which 
super-profit arises, 30 
Vast extent of goodwill, 1, 22 
Vehicle of accounting, 154 
Vendor of goodwill, 14 

outside United Kingdom, 101 
personal services of, 37 
secured position of, 24 
wild estimates of value, 18 
Vendor's shares, 110-123 
Voting rights, 119 


Wage of money, 23 
Wasting assets, 18, 24, 57, 58, 
149, 165 

and income-tax statistics, 130 
two distinct classes, 92 
Wealth, redistribution of, 140 
Wearing apparel as capital, 
133 

Whitley v. Stumbles (House of 
Lords), 1930, 145 
Wild estimates of value of 
patents, 18, 56 
Willing seller and buyer, 37 
Working proprietors, 36 
Works of art as capital, 133 
World-wide business connection, 
54, 67, 69 
Written off— 

cost of purchased goodwill 
should be, vii, 76 
schemes for gradual writing 
off of cost of goodwill, viii, 
.. 76-91 

writing off resented by share¬ 
holders, 77 

Years’ purchase of goodwill, 
limit of number, 33, 54, 55, 
79 
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